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NATURAL GAS: THE DOMESTIC SUPPLY 
AND COST FOR THE APPROACHING 
PEAK WINTER MONTHS 


WEDNESDAY, OCTOBER 6, 2004 

U.S. Senate, 

Subcommittee on Competition, Foreign Commerce, 

AND Infrastructure, 

Committee on Commerce, Science, and Transportation, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 2:40 p.m. in room 
SR-253, Russell Senate Office Building, Hon. Gordon Smith, Chair- 
man of the Subcommittee, presiding. 

OPENING STATEMENT OF HON. GORDON H. SMITH, 

U.S. SENATOR FROM OREGON 

Senator Smith. I’d like to call this Subcommittee hearing to 
order, the Committee on Commerce, Science, and Transportation. 
I want to thank the witnesses who have agreed to testify before the 
Subcommittee today. We are here to discuss the supply and price 
forecast for natural gas and the impact of continued high prices on 
residential consumers and industrial customers. 

This hearing is timely for several reasons. The demand for nat- 
ural gas has traditionally followed a seasonal pattern, peaking in 
the winter heating months. In the Northwest, consumers are going 
into this winter paying significantly more for natural gas than they 
were just a year ago. Last week, the Oregon Public Utilities Com- 
mission approved steep rate increases for three natural gas compa- 
nies that serve Oregon homes and businesses. These rate increases 
have been driven by the skyrocketing wholesale cost of natural gas. 
The rate increases for residential customers will range from 12 to 
18 percent. The business customers of the state’s largest gas utility 
will face increases of almost 20 percent. Needless to say, this will 
further strain the family budgets of Oregonians, particularly sen- 
iors on fixed incomes and low-income residents. In addition, the 
consequences of these increases will be dire for the state’s Low In- 
come Energy Assistance Program, which helped over 54,000 Orego- 
nians last year before running out of money. The impact on busi- 
nesses will be no less dire. 

Today, we will hear from Mr. Gary Huss, on behalf of the Na- 
tional Association of Manufacturers, about the toll that high gas 
prices are having on his business and businesses like his that rely 
on gas for direct heat or as a feed stock. 

( 1 ) 
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The Industrial Energy Consumers of America estimates that U.S. 
businesses have paid an extra $90 billion in natural gas costs since 
June 2000. Since that time, an estimated 90,000 jobs have been 
lost in the U.S. chemical manufacturing sector. 

With respect to foreign competition, the American Chemistry 
Council projects that the U.S. chemical industry has lost 50 billion 
in business to foreign competition. They also claim that prior to 
2000, affordable gas helped make the chemical industry the Na- 
tion’s largest exporter and a low-cost producer. Now it is a net im- 
porter and a high-cost producer, largely due to high natural gas 
prices. 

The Energy Information Agency will be represented here today 
by Mr. Gary Caruso. It released its projection for the cost of heat- 
ing fuel this winter. Essentially, regardless of where you live or the 
type of fuel you use to heat your home, you’re going to pay signifi- 
cantly more this winter. Across the nation, across every energy sec- 
tor — ^be it natural gas, oil, gasoline, or electricity — prices will re- 
main high. 

That is another reason why this hearing is so timely. The 108th 
Congress still has time to pass national energy legislation before 
we adjourn. We must also pass the FISC-ETI Conference Report 
that includes an expansion of the types of renewables that are eli- 
gible for the electricity-production tax credit and important provi- 
sions relating to the proposed Alaska North Slope natural gas pipe- 
line. This pipeline is expected to begin transporting Alaskan gas to 
the Lower 48 states in 2018, with total Alaskan gas production 
forecast to be 2.7 trillion cubic feet by 2025. 

I want to thank my colleagues from Alaska for their tireless ef- 
forts to make this pipeline a reality. This pipeline will be an impor- 
tant new domestic source of natural gas in the years ahead. Until 
the late 1980s, the United States was self-sufficient in natural gas. 
Since that time, production has not kept pace with demand and net 
imports as the share of consumption tripled between 1989 and 
2000. Until now, the gap between supply and demand has been 
met by imports through pipelines from Canada and Mexico and by 
imports of liquified natural gas, LNG, to the existing LNG import 
terminals. 

In the future, LNG will play a much bigger role in meeting im- 
port needs. Expansions are planned at existing LNG import termi- 
nals, and more than 44 LNG import terminals have been proposed 
in the U.S., British Columbia, and Mexico, including ten along the 
West Coast of the United States. The siting and security issues re- 
lated to these import terminals can and must be resolved in order 
to move forward with this needed infrastructure to meet our energy 
needs. 

I look forward to hearing from our witnesses today, and I will 
first turn to the Chairman of the Appropriations Committee, the 
next Chairman of this Committee, Senator Stevens, and then Sen- 
ator Lautenberg, for their opening statements. 

STATEMENT OF HON. TED STEVENS, 

U.S. SENATOR FROM ALASKA 

Senator Stevens. Thank you very much, Mr. Chairman. 
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I come today to thank you for holding the hearing and to tell you 
I’m going to review the statements. I have to go back to the current 
involvement we have with the intelligence bill. But I do hope that 
we can have an impact on this problem greater than is predicted. 
I heard about the predictions from the Federal agencies and the 
gas association. 

I’m one who believes that if you look at the map of the world and 
look at the production in Russia and that part — the eastern portion 
of that continent, and look at Canada, and then look at our state 
and realize that we’re between those two areas of production, and 
realize that two thirds of the outer continental shelf of the United 
States is off Alaska, in addition to our land mass, which is one fifth 
the whole United States, I think there’s a great deal of gas in Alas- 
ka. We’ve only drilled for gas once, to my knowledge, with any in- 
tensity, and that’s in the Cook Inlet, and we’ve been very success- 
ful. We really have not drilled for gas in the Arctic. The gas we 
have there was associated with the oil production. And there has 
been no incentive to drill for gas in the areas where there might 
be substantial potential, because there has been no transportation 
system. 

Now, we’ve just started the initial — thanks to you, Mr. Chair- 
man; you’ve been very forceful, I understand, in the conference on 
the bill to start the tax provisions, and we hope to get the balance 
of that authorization that was in the energy bill in something be- 
fore it passes this year. Because I think if we announce to the in- 
dustry that we’re going to do everything we can as a government 
to give incentive to build this gas pipeline, that will stir up the in- 
dustry and bring people back looking for gas in Alaska. 

There’s going to be some drilling under the old Naval Petroleum 
Reserve Number 4 this next spring, and that will cause 25 million 
acres that President Harding withdrew right after Teapot Dome 
scandal to be drilled; it has really never been drilled. In the area 
where it was drilled during World War II, there were some shallow 
gas and oil wells, but that’s never been totally drilled. And the area 
that is south of the Brooks Range, where the gas came in once, 
we’ve never gone back to drill that. Some of that may be off limits 
now because of withdrawals, but a portion of it is still available for 
drilling. 

I do believe that the land mass and the area off of our land mass 
in the outer continental shelf, if we explore it, there is substantial 
gas — and probably oil, too — potential out there. 

So I congratulate you for helping us getting this started as far 
as the gas pipeline is concerned, but I also congratulate you for get- 
ting some of these basic estimates online. 

I’m not arguing with your near-term projection, Mr. Caruso, I 
just think the far term really is too speculative right now to say 
that we’ll only produce, by 2025, that percentage. I think we’ll be 
up equal to Canada by the time we start drilling out the Arctic and 
the South Slope of Alaska, as far as the gas potential is concerned. 

But thank you very much for what you’re doing 

Senator Smith. You’re welcome. Senator Stevens, and 

Senator Stevens. If you’ll excuse me 

Senator Smith. You bet. 
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Senator Stevens. — I’m going to FedEx your statements, gentle- 
men, to my friends up north. There’s two who are very anxious to 
build this pipeline. 

Thank you very much. 

Senator Smith. Thank you, sir. 

Senator Lautenberg, opening statement? 

STATEMENT OF HON. FRANK R. LAUTENBERG, 

U.S. SENATOR FROM NEW JERSEY 

Senator Lautenberg. Thanks, Mr. Chairman. 

You know, when one hears Senator Stevens talk about Alaska, 
you realize the size and excitement that surrounds Alaska. When 
Senator Stevens says that Alaska comprises one fifth of the land 
mass of the United States — and I don’t know what the percentage 
of the land mass is that we have in New Jersey, but it’s pretty 
darn small; however, we have a significant part of the national 
population, about eight million people there, and we’re concerned, 
Mr. Chairman, about the things that everybody worries about. 

The first thing that hits is the increase in prices that has come 
along, and moving at a very fast pace, upward. And then the other 
side of the coin is the falling supplies. 

Now, the government has — I think, wisely — promoted the use of 
natural gas at every turn as a clean, abundant energy source. But 
in less than a decade, the average price of natural gas has tripled 
in the United States, and the Energy Information Administration — 
we welcome you, Mr. Caruso — is forecasting that heating a home 
with natural gas this winter will cost nearly 50 percent more than 
it did prior to the year 2000. This is an unacceptable situation. 
Hundreds of thousands of lower-income households have already 
been disconnected from the gas company, or soon will be. And what 
are these families going to do this winter? How will they keep their 
homes heated? 

In my home state of New Jersey, natural gas accounts for about 
30 percent of the energy production that we use. The steep in- 
creases in price and uncertainty about our future supplies have 
created real hardships for New Jersey families and businesses, just 
as it is in many other states. 

It’s clear that we need policies for the future to manage our nat- 
ural gas supplies, and I think the best way to extend them, per- 
haps, is on the demand side of the equation, through energy effi- 
ciency improvements. And I understand, Mr. Chairman, that there 
were — that we’re hearing about liquified natural gas as part of the 
solution to our current supply-and-demand dilemma. 

I look forward to this discussion. And I have, in the traditional 
energy — or environmental concerns that I have had about the safe- 
ty and the environmental impacts of LNG, a new facility has been 
proposed in Logan Township in my state, and we’re still weighing 
the advantages and disadvantages of that. And I’m concerned that 
we may be moving a little too fast toward LNG as the solution to 
our problem without having sufficient regulations in place. And I 
think that we need to think through this option very carefully and 
make sure we have strong safety and environmental protections be- 
fore we commit to increase the number of our LNG ports. I under- 
stand these are big vessels to carry the quantity that makes eco- 
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nomic sense; and we welcome them, but we want to know exactly 
what we’re getting ourselves into or, rather, what we’re bringing 
into our country. 

And I commend you, Mr. Chairman, for having this hearing. 

Senator Smith. Thank you. Senator. We appreciate your com- 
ments. 

And we will turn to our first panel, Mr. Gary Caruso, Adminis- 
trator of the Energy Information Agency — Administration. And we 
welcome you, sir. 

STATEMENT OF GUY F. CARUSO, ADMINISTRATOR, ENERGY 

INFORMATION ADMINISTRATION, U.S. DEPARTMENT OF 

ENERGY 

Mr. Caruso. Thank you. 

Senator Smith. I said Gary, I’m sorry. It’s Guy. I apologize. 

Mr. Caruso. Thank you, Mr. Chairman and Senator Lautenberg, 
for being here this afternoon and allowing me to present the En- 
ergy Information Administration’s Winter Enel Outlook, which we 
released this morning, as you noted. And I’d be pleased to submit 
that full report for the record, if that was desirable. 

Senator Smith. We will receive it, happily. 

Mr. Caruso. And I will also go into a little bit of detail about 
our longer-term forecast that Senator Stevens referred to, as well, 
and be happy to go into more detail, as you desire, on that. 

But, in the short run, which is the focus of the Winter Euels Out- 
look Report, Senator Lautenberg is correct, and that is that we are 
going to see substantially higher fuel prices this winter based on 
the outlook that we published this morning. Eor natural gas, the 
typical consumer will be paying about 15 percent more this winter 
than they did last winter. That is 

Senator Smith. Eifteen percent or 

Mr. Caruso. One-five. Eor this winter, compared with last win- 
ter. If one goes back to 2000 or prior to that, the percentage in- 
crease is even higher, as can be seen in this chart. [All charts sub- 
mitted follow Mr. Caruso’s prepared statement, herein.] 

Heating oil and propane will also — consumers of heating oil and 
propane will also see higher prices this winter — for heating oil, 
about 28 percent compared with last year; and propane, about a 22 
percent increase. So, indeed, consumers will be feeling the pinch 
because of the tight crude markets and tight gasoline — natural gas 
markets that have led to these higher prices. And, of course, when 
Hurricane Ivan hit, there was a considerable impact on our Gulf 
of Mexico offshore production, which has exacerbated both the sup- 
ply and the price situations. 

The one piece of good news that I can report in the Winter Fuel 
Outlook is that inventories of natural gas have been built up quite 
strongly during the summer months, and we are now at the top 
end, as shown in the second chart, of our normal working gas and 
inventory levels, which should enable us to meet the demand of our 
households and businesses this winter, even in the extremely cold 
winter scenario which we have modeled. Nevertheless, the prices 
will be, as mentioned, higher. 

Over the longer run, gas will continue to play an important role 
in our energy picture, an increasingly important role; but, as was 
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noted, production will not keep pace with consumption, and we see 
a growing need for imports in this country. In 2003, we imported 
about 15 percent of our gas, and we see that growing substantially 
by 2025, to more than — almost as much as 25 percent in the — in 
our long-term outlook. And we also see prices coming down from 
these recent highs by 2010 because of the — what we believe will be 
a substantial increase in LNG imports, and some improvement in 
domestic production from unconventional sources, as well. Never- 
theless, prices will be higher, even in the long run, than they were 
in — previous to this runup since the year 2000, as can be seen in 
the chart before you, showing wellhead prices and prices to various 
consumers, from the electric generation through to the residential 
consumer. 

Where will our supply come from? As I mentioned, one of the 
major increases in the supply will be in net LNG imports, and we 
expect there will be a considerable number of new LNG regasifi- 
cation terminals built to supplement the four existing terminals 
that are currently in operation. 

The other large increase in our long-term outlook is from Alaska. 
We do expect the Alaska natural gas pipeline to be built. We see 
it coming on in the year 2018 in our latest model runs, and this 
varies based on price and the supply/demand picture. 

The third major increase will come from unconventional sources 
of natural gas, mainly in the Iraqi mountain area, and that would 
be tight sands and coalbed methane. But, indeed, for the tradi- 
tional sources of Lower 48 production of natural gas, whether it be 
onshore or offshore, we see the depletion rates there leading to de- 
clines in production in the Lower 48 so that we will a need sub- 
stantial increase in imports, whether they be from Canada or via 
LNG. 

The next chart shows how the role of Canada will diminish over 
the next 20 years as a supplier of gas to the United States. Canada 
was supplying most of our imports just as recently as 2002, with 
only 2 percent being LNG. By 2025, Canadians’ natural gas exports 
to the U.S. will be substantially less than LNG, and, indeed, there 
are other forecasts, such as the National Petroleum Council, which 
believe that LNG will be an even — will play an even more impor- 
tant role. In this case, we’re assuming about 15 percent of our gas 
will be LNG by 2025, and the NPC study, for example, indicated 
about 25 percent. 

So, clearly, the role of LNG will increase dramatically over this 
forecast period, and the 44 proposed projects that Senator Lauten- 
berg mentioned, certainly we expect a substantial number of those 
will come to fruition and will be an important part of our long-term 
natural gas picture. 

With that very brief overview of our winter outlook and longer- 
term outlook for natural gas, Mr. Chairman, I’d be very pleased to 
answer any questions you or other Members may have. 

[The prepared statement of Mr. Caruso follows:] 
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Prepared Statement of Guy F. Caruso, Administrator, Energy Information 
Administration, U.S. Department of Energy 

Mr. Chairman and Members of the Committee: 

Thank you for the opportunity to appear before you today to discuss the Winter 
Euels Outlook and the short and longer-run forecasts for natural gas supplies and 
prices. 

The Energy Information Administration (EIA) is the independent statistical and 
analytical agency within the Department of Energy. We are charged with providing 
objective, timely, and relevant data, analysis, and projections for the Department of 
Energy, other government agencies, the U.S. Congress, and the public. We do not 
take positions on policy issues, but we do produce data and analysis reports that 
are meant to help policymakers determine energy policy. Because the Department 
of Energy Organization Act gives EIA an element of independence with respect to 
the analyses we publish, our views are strictly those of EIA. They should not be con- 
strued as representing those of the Department of Energy or the Administration. 

Overview 

Concerns about crude oil supplies, low excess production capacity, volatility in 
crude-oil prices, and tightness in natural gas markets are expected to keep nominal 
crude oil and wellhead natural gas prices well above historical levels for the near 
term. Higher prices combined with a projected slightly colder-than-normal winter 
season (particularly in regions with major heating needs) mean that most house- 
holds and businesses will be spending more for heating fuels natural gas, heating 
oil, propane, and electricity — than they did last winter. 

Natural gas currently is, and will remain, a primary source of energy in the 
United States. In the long term, we expect to meet growing demand through in- 
creased domestic production and through expanded imports of liquefied natural gas 
(LNG). After declining from near-term high levels, end-use natural gas prices are 
expected to trend downward through 2010 before beginning to gradually increase 
through 2025. 

Heating Fuels, by Type and Region 

Heating fuel consumption varies by type of end user, such as households or com- 
mercial buildings, and by Census region, as well as by variations in price and 
weather. In 2001, the most recent year for which we have detailed data, of the 106 
million households who use heating fuel, 56 percent or 59.1 million households used 
natural gas as their main space-heating fuel, while 29 percent or 30.9 million house- 
holds used electricity, 8 percent or 8.0 million used fuel oil, and 5 percent or 4.9 
million used liquefied petroleum gases (LPG), primarily propane. 

Figure 1: Distribution of Main Space Heating Sources Used in 
Households by Census Region, 2001 


■ US □ Northeast ■ Midwest □ South □ West 
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Note: Three percent of U.S. households use kerosene for main space heating, primarily in the 
South. 

Source: Energy Information Administration, 2001 Residential Energy Consumption Survey. 
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While natural gas is used heavily in all four Census regions, electricity is used 
as the main space-heating fuel by more than half of the households in the South 
(19.3 million households). Fuel oil use is heavily concentrated in the Northeast. Al- 
most 78 percent of LPG use is in the South and Midwest. LPG is concentrated in 
rural areas (3.5 million households out of 4.9 million households nationally). Heat- 
ing fuel use in the commercial buildings sector generally follows similar patterns. 

'Winter Fuels Outlook 

For the near term, our outlook is for crude oil and natural gas prices to remain 
higher than historical levels. Higher prices combined with a projected slightly cold- 
er-than-normal winter season (base case) mean that most households and busi- 
nesses will be spending more for fuels than they did last winter. 

Table 1: Illustrative Consumer Prices and Expenditures for Heating 
Fuels, Winter Season 2004-2005 



Average 

Actual 

Actual 

Actual 

Projections 

% 


1998-2000 

2001-2002 

2002-2003 

2003-2004 

2004-2005 

Change 

Natural Gas (Midwest) 







Consumption (mcf*) 

88.8 

81.3 

94.9 

89.1 

92.3 

3.7 

Avg. Price ($/mcf) 

7.61 

7.41 

8.40 

9.77 

10.86 

11.2 

Expenditures ($) 

676 

602 

797 

870 

1003 

15.3 

Heating Oil (Northeast) 







Consumption (galions) 

673 

577 

743 

700 

698 

-0.3 

Avg, Price ($/gallon) 

1.12 

1.10 

1.34 

1.36 

1.75 

28.8 

Expenditures ($) 

754 

637 

995 

953 

1223 

28.4 

Propane (Midwest) 







Consumption (galions) 

877 

803 

940 

882 

914 

3.7 

Avg. Price ($/gaiion) 

1.10 

1.11 

1.20 

1.30 

1.53 

17.3 

Expenditures ($) 

965 

888 

1124 

1147 

1396 

21.6 


Consumption based on typical per household use for regions noted. Prices are retail national 
averages. 

'^'thousand cubic feet. 

• Last winter, per-household natural gas expenditures in the Midwest rose more 
than 8 percent despite a weather-induced 7 percent decline in consumption. 
This winter, expenditures are projected to rise 15 percent due to a 4 percent in- 
crease in consumption and an 11 percent increase in prices. 

• Last winter, heating oil expenditures for a typical Northeast household declined 
slightly as a 2 percent decline in consumption offset a small increase in prices. 
This winter, expenditures are projected to rise by 28 percent with higher prices 
accounting for almost all of the increase. 

• Last winter, expenditures for the average household in the Midwest using pro- 
pane as a heating fuel rose slightly as an 8-percent price increase negated a 
7-percent consumption decline. This winter, expenditures are projected to rise by 
about 22 percent due to a 4 percent increase in consumption and a 17 percent 
increase in prices. 

While these calculations illustrate recent and projected trends in heating expendi- 
tures, actual expenditures for an individual household can vary significantly de- 
pending on local factors as weather variation and price differences among fuel sup- 
pliers serving a given region, and due to individual home characteristics such as 
size, heating equipment efficiency, the effectiveness of insulation, and thermostat 
settings. 

Natural Gas 

High crude oil prices and strong economic growth put upward pressure on natural 
gas prices this year until mid-summer, when cooler-than-expected temperatures 
kept peak electricity demands down, reducing summer natural gas demand below 
expectations. Prices began easing in July then fell to a September average of about 
$5.00 per million Btu at the Henry Hub, a decline of about $1.30 from the June 
average. The relatively weak demand and low prices resulted in very strong storage 
injections from mid-to late summer. Hurricane Ivan disrupted at least 2 billion cubic 
feet per day of natural gas production in the Gulf of Mexico during the second half 
of September. Operations in the Gulf may take a number of weeks to return to nor- 
mal. 
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As of October 1, working gas inventories, estimated at 3.072 trillion cubic feet, 
were close to the upper bound of the normal range and 222 billion cubic feet above 
last year’s level. Also, given continued net injections during October, working gas 
inventories by October 31 are expected to be the highest they have been since 1990. 
The April-to-September rate of stock additions was well above the average refill rate 
of the previous 5-years, brought about by weak summer demand from cooler-than 
average weather. As a result, end-of-season (March 31, 2005) working-gas inven- 
tories are projected to be about 200 billion cubic feet above the year-ago level and 
about 530 billion cubic feet above the all-time low of 730 billion cubic feet at the 
end of the winter of 2003. 

Although underground storage levels are high, other factors, such as production 
losses in the Gulf of Mexico, modest growth in both U.S. production growth and im- 
ports, and increased winter demand, contribute to natural gas prices (wellhead and 
retail levels), which are expected to be above those of the previous winter season, 
particularly during the fourth quarter of 2004. The base case wellhead price is pro- 
jected to average $6.04 per thousand cubic feet up nearly 23 percent from last win- 
ter’s average of $4.92 per thousand cubic feet. Residential prices, which reflect well- 
head prices with a lag and also include cost of transmission and local distribution, 
are projected to average $10.86 per thousand cubic feet, up 11 percent from the av- 
erage $9.77 per thousand cubic feet last winter. 

Total winter-season natural gas demand is expected to average about 1.5 percent 
higher than last winter due to cooler weather in regions with large concentrations 
of gas-heated homes and continued increased demand in the commercial and power- 
generation sectors. Not only is the typical residential and commercial customer ex- 
pected to increase gas consumption during this heating season compared to last win- 
ter, but the number of such customers is expected to increase as well. 

Domestic dry natural gas production during the upcoming winter is expected to 
remain flat compared to last winter, somewhat less than would have been expected 
had Hurricane Ivan not disrupted Gulf of Mexico production. The lagged effects of 
continued high prices in 2004, which induced additional drilling activity, are ex- 
pected to raise winter output above last winter levels despite the ahove-average lev- 
els of gas in storage available to meet winter demand. 

Net imports are projected to provide 9.55 billion cubic feet per day this winter in 
the base case, higher than last winter’s average of 9.26 billion cubic feet per day. 
The bulk of net imports are shipped via pipeline from Canada. Last winter, imports 
from Canada declined by about 0.7 billion cubic feet per day from the previous win- 
ter but were more than offset by increased LNG imports. Pipeline imports from 
Canada are expected to decline again this year by an amount that will not be en- 
tirely offset by higher LNG imports. Meanwhile, gradual increases in natural gas 
exports to Mexico are expected to continue. 

Heating Oil 

Last winter season, the average household’s consumption of heating oil fell by 6 
percent — due to warmer-than-normal weather — while the average per-gallon heating 
oil price increased by 2 percent. As a result, the average heating oil consumer saw 
little change in total heating expenditures. 

This winter season, tight global oil markets and elevated world and domestic oil 
prices are expected to raise heating oil prices and expenditures considerably. Retail 
beating oil prices in the base case are projected to average $1.75 per gallon, up 29 
percent from last winter’s average. Per-household heating oil demand is projected 
to be slightly below last winter’s demand, but per-household heating expenditures 
are expected to rise 28 percent compare to last winter. This is the largest projected 
increase of all the fuels. 

Distillate fuel inventories (as of the end of September) are estimated to total 126.4 
million barrels compared to the 131.3 million barrels last year, within the normal 
range of 121.1 to 141.4 million barrels. Moreover, inventories in the Northeast, the 
main consuming region of heating oil, are reasonably comfortable, standing at 51.5 
million barrels, which is slightly less than the 52.6 million barrels at the beginning 
of the previous winter and within the normal range of 45.4 to 62.9 million barrels. 
Total end-of-season stocks are projected to be 102.1 million barrels, slightly lower 
than the 104.0 million barrels seen at the end of last winter. 

Net imports are expected to play a slightly smaller role in meeting the winter dis- 
tillate requirement compared to last winter. Often the swing supplier of heating oil, 
net imports are expected to average just 245,000 barrels per day, down from 269,000 
barrels per day last winter, and well below the record winter average of 335,000 
barrels per day. On a short-term basis, net imports have been as high as 722,000 
barrels per day. 
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Propane 

Spot propane prices are primarily determined by crude oil and natural gas well- 
head prices. Retail propane prices are influenced by heating oil and natural gas 
prices and alternative petrochemical feedstocks. Because of projected increases in 
crude oil, natural gas, and heating oil prices, residential propane prices for the up- 
coming winter season are expected to average $1.53 per gallon compared to $1.30 
per gallon last winter. 

Despite last winter’s mild weather, propane demand averaged a record 1.48 mil- 
lion barrels per day, 3.2 percent above the previous heating season, in part due to 
strong petrochemical feedstock demand and a record corn crop (propane is used the 
agricultural sector to dry corn after harvest to prevent spoilage). Continued eco- 
nomic growth, an even larger corn crop, and increased heating degree-days are ex- 
pected to account for much of the projected 1.8 percent demand growth in the up- 
coming winter season. 

Propane inventories began the last winter at the lowest level since 2000 (at 62.5 
million barrels) and declined by 34.6 million barrels during the heating season. This 
was slightly less than the average draw rate due, in part, to the relatively mild win- 
ter conditions. As a result, end-of-season inventories were 27.9 million barrels, well 
within the normal range. During the summer, stockholders added 38.6 million bar- 
rels bringing beginning-of-season stocks to 66.5 million barrels. End-of-season 
(March 31, 2005) stocks are projected to be 29.0 million barrels. 

While small in volume, propane imports are critical when demand exceeds avail- 
able supply. Through the first half of 2004, propane imports averaged 188,000 bar- 
rels per day, up more than 27 percent from that of the first half of 2003. Imports 
from Canada and other sources are expected to maintain their strong year-over-year 
growth rates during this winter season, assuming U.S. propane prices remain at- 
tractive to foreign suppliers. 

Electricity 

This winter, residential electricity prices are projected to average 8.50 cents per 
kilowatthour (kWh), slightly below the average 8.66 cents per kWh last winter. Re- 
tail electric prices are not very sensitive to demand surges or fuel price shocks that 
may occur in the winter. Increased costs of fuel and wholesale electricity would tend 
to be smoothed out in retail prices over a period of several months. 

The prospects of colder weather in regions where electricity is used heavily for 
heating combined with continued economic growth will likely result in increased res- 
idential as well as total electricity demand for the winter. Growth in total electricity 
demand is projected to be 3.1 percent. Residential consumption is projected to in- 
crease 3.4 percent, commercial demand is expected to grow 2.9 percent, and indus- 
trial demand is expected to grow by 4.3 percent. 

Cold Winter Case 

An alternative cold-weather case estimates the potential impacts of energy supply, 
demand, and prices, assuming base case values for real gross domestic product 
(GDP) and other key macroeconomic drivers. The cold weather case assumes a 10 
percent increase in aggregate heating degree-days from the base case level. Based 
on winter-season heating degree-day data from 1974 to 2004, the probability of a 
winter at least 10 percent colder than that projected for the base case is 4.2 percent. 
A winter that is 10 percent colder throughout the season is assumed to result in 
an additional 10-percent increase in heating-related demand across fuels. 

In the 10 percent colder case, retail prices for the three primary fuels would be 
expected to rise, reflecting higher marginal costs associated with the incremental de- 
mand. Heating oil prices would average $1.84 per gallon, 4.9 percent above those 
in the base case. As a result, the average total expenditure for a heating oil house- 
hold would rise about 15 percent above the base case. Residential natural gas prices 
would rise by about 6 percent from the base case. Some of the increased cost of nat- 
ural gas that would stem from colder weather would be rolled into future natural 
gas bills extending beyond the heating season. Changes in propane prices, which are 
highly related to changes in natural gas prices, would result in residential propane 
prices averaging $1.59 per gallon, up about 4 percent from the base case. As a re- 
sult, total per-household propane expenditures would rise more than 14 percent 
from base case projections. 

Long-Term Natural Gas Supply and Price Projections 

The United States is the largest natural gas consuming country in the world. U.S. 
domestic production is also large relative to current world production, with only 
Russia supplying more natural gas. However, the United States historically has also 
met up to 16 percent of consumption with net imports of pipeline natural gas. Im- 
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ports by pipeline declined sharply in 2003 and are expected to show a decline again 
in 2004. Recent and likely further expansion of international trade involves import- 
ing LNG. 

Over the longer term, average annual natural gas wellhead prices in the lower 
48 states are projected to decline from recent highs between now and 2010 and then 
increase gradually, reaching $4.40 per thousand cubic feet in 2025, in constant 2002 
dollars. 


Figure 2: Natural Gas End-Use and Wellhead Prices by Sector 
(2002 dollars per thousand cubic feet) 



Price increases are held in check somewhat by increased LNG imports, technology 
improvements, and domestic production from unconventional sources and Alaska, 
but these are unable to fully offset the impacts of resource depletion and increased 
demand. Prices are projected to increase unevenly as major new, large-volume sup- 
ply projects — specifically new LNG terminals and an Alaska pipeline — temporarily 
depress prices when initially brought online. In nominal dollars, the 2025 price is 
the equivalent of almost $8.50 per thousand cubic feet. 

For the most part end-use prices track the wellhead prices. However, EIA projects 
declines in average transmission and distribution margins, as a larger proportion 
of the natural gas delivery infrastructure becomes fully depreciated and fixed costs 
are spread over a larger base. In addition, some of the higher growth areas are in 
regions that are closer to supply sources. 

End-use natural gas prices are expected to increase gradually starting in about 
2010 as a result of increasing wellhead prices. The average end-use price is expected 
to increase by 78 cents per thousand cubic feet between 2010 and 2025 (in constant 
2002 dollars), compared with an increase of 98 cents per thousand cubic feet in the 
average wellhead price of domestic and imported natural gas supplies over the same 
period. Part of this difference is attributable to an increasing share of natural gas 
sold to electric generators, the sector with the lowest prices. 

By 2010, residential natural gas prices in inflation-adjusted terms are expected 
to decline from current levels. From 2010 to 2025, residential natural gas prices are 
expected to rise 68 cents per thousand cubic feet in real terms, reaching $8.56 per 
thousand cubic feet in 2025. Because of increases in efficiency and conservation, 
however, annual natural gas expenditures per household are projected to increase 
hy only 1 percent, to $632. Industrial natural gas prices are expected to decline from 
$5.76 per thousand cubic feet in 2003 to $4.16 per thousand cubic feet by 2010 and 
gradually increase by 97 cents to $5.13 by 2025, in real terms. 

Changes in prices over the forecast period reflect changes in both supply sources 
and consumption patterns. By 2025 total U.S. natural gas consumption is expected 
to increase to 31 trillion cubic feet, while production is expected only to reach 24 
trillion cubic feet. Increasing use of imports makes up the 7-trillion-cubic-feet dif- 
ference between consumption and production. 
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Figure 3: U.S. Natural Gas Net Imports, 1990-2025 
(trillion cubic feet) 



Net imports are projected to rise from 3.5 trillion cubic feet in 2002 to 7.2 trillion 
cubic feet by 2025. Nearly all of the increase is expected to come from LNG, with 
a 4.6-trilhon-cubic-feet increase expected over 2002 levels. This is nearly a 16 per- 
cent annual growth rate. By 2025, we expect net LNG imports to equal 15 percent 
of total U.S. gas consumption, compared to less than 1 percent in 2002. Net LNG 
imports are expected to rise from 5 percent of net imports in 2002 to 66 percent 
in 2025. By 2025 we expect expansion at the four existing terminals and construc- 
tion of new LNG terminals along the Gulf Coast, in the Bahamas, along the East 
Coast, and in Baja California, Mexico. 

Imports from Canada are expected to peak at 3.7 trillion cubic feet in 2010, after 
a pipeline from the Mackenzie Delta begins service in 2009. Production off the east- 
ern coast of Canada and unconventional production are expected to be increase sup- 
ply, but they are not expected to make up for the anticipated rapid decline in con- 
ventional production from western Canada and Canadian demand increases. LNG 
becomes the largest source of U.S. imports in 2015, as Canadian production de- 
clines. 

Mexico is projected to continue to be a net importer of U.S. natural gas. Expected 
new LNG import terminals on Mexico’s east and west coasts will be important con- 
tributors to Mexican supply. Net exports to Mexico are forecast to decline after 2006 
as LNG imports into Baja California begin to supply both the U.S. and the Mexican 
markets. 

Increases in U.S. natural gas production come primarily from unconventional 
sources and from Alaska. Unconventional gas production is expected to increase by 
3.2 trillion cubic feet over the forecast period — more than any other source, largely 
because of expanded tight sands gas production in the Rocky Mountain region. An- 
nual production from unconventional sources is expected to account for 38 percent 
of production in 2025, compared to 31 percent in 2002. 
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Figure 4: Natural Gas Supply, 1990-2025 
(trillion cubic feet) 
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Alaska gas production is expected to increase by 2.3 trillion cubic feet over the 
forecast period from 0.4 trillion cubic feet in 2002 to 2.7 trillion cubic feet in 2025. 
It accounts for most of the growth in domestic conventional gas production. Alaska 
gas production begins flowing to the lower 48 states in 2018, with 3.9 billion cubic 
feet per day delivered to the lower-48 States in 2019. Expansion of the Alaska gas 
pipeline raises lower 48 deliveries to 4.8 billion cubic feet per day in 2025. 

Conventional onshore non-associated production decreases by 310 billion cubic 
feet over the forecast period, as traditional sources of natural gas are depleted, even 
with continued technological improvement. Non-associated offshore production de- 
clines by 210 billion cubic feet, as shallow water production declines. 

Electric generators, not including commercial and industrial combined heat and 
power facilities, lead the increase in consumption over the forecast. Consumption in 
this sector is expected to increase by about 50 percent over the forecast, from 5.6 
trillion cubic feet in 2002 to 8.4 trillion cubic feet in 2025. Demand by electricity 
generators is expected to account for 27 percent of total natural gas consumption 
in 2025. 

Most new electricity generation capacity is expected to be fueled by natural gas; 
consequently, natural gas consumption in the electricity generation sector is pro- 
jected to grow rapidly throughout the forecast. Although average coal prices to elec- 
tricity generators are projected to fall throughout the forecast, natural gas-fired gen- 
erators are expected to have advantages over coal-fired generators, including lower 
capital costs, higher fuel efficiency, shorter construction lead times, and lower emis- 
sions. 

The industrial sector, excluding lease and plant fuel, remains the largest gas-con- 
suming sector, with significant amounts of gas used in the bulk chemical, refining, 
and mining sectors. Industrial consumption is expected to increase by 3.0 trillion 
cubic feet over the forecast period, driven primarily by macroeconomic growth, 
which rises 3 percent annually as measured by GDP. The chemical and metal-based 
durables sectors show the largest growth. 

Combined consumption in the residential and commercial sectors is projected to 
increase by 2.1 trillion cubic feet from 2002 to 2025, driven by increasing popu- 
lation, healthy economic growth, and slowly rising prices in real terms. Natural gas 
will remain the overwhelming choice for home heating throughout the forecast pe- 
riod, with the number of natural gas furnaces rising by 17 million units. 

Thank you, Mr. Chairman and members of the Committee. I will be happy to an- 
swer any questions. 
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Senator Smith. Thank you, Guy. It’s a very helpful presentation. 

Just a few questions. How much have heating fuel costs in- 
creased since 2000? 

Mr. Caruso. Let me — sorry — I’ll have to read it off the chart. 
Sorry. 

The actual cost of natural gas for a typical consumer in 2001/ 
2002 was $600-per-household, and we’re projecting, this year, about 
$1,000. So that’s a $400-per-household increase in just 4 years. 

Senator Smith. Substantial. And how much will the average fam- 
ily, then, spend to heat their home this winter? It must vary quite 
a bit from region to region, but 

Mr. Caruso. It does, considerably. We have used, in our chart 
here, as a typical household, a natural gas household using natural 
gas to heat their home in the Midwest, and that’s about a thou- 
sand. But, for example, heating oil, let’s say, in New Jersey, the av- 
erage consumer would probably be closer to $1,200 because of the 
higher price of heating oil. And propane is used to a large degree 
in the Midwest and the South for heating, and that will be almost 
$1,400 per family for that source of fuel. 

It turns out that electricity in the — which is mainly favored by 
the — in the southern states of this — for heating, will actually have 
the smallest increase in price to the consumer this particular win- 
ter. 

Senator Smith. Obviously, natural gas has to be delivered 
through pipelines, unless it’s LNG. Are there areas of the country 
that don’t have the pipeline infrastructure and have inadequate in- 
frastructure, in terms of pipelines? And, if so, what are those re- 
gions? And are their prices substantially higher? 

Mr. Caruso. Well, the infrastructure issue, including natural gas 
pipelines, is clearly what is an important part of why we have such 
a very tight natural gas supply/demand picture in this country. In 
the Rocky Mountain area, where we expect substantial increases in 
unconventional gas, there is a need for continuing to build new 
pipelines to deliver that gas to consumers, particularly in the West 
Coast. There’s clearly the need for the Alaska natural gas pipeline 
system that Senator Stevens mentioned. So we have built a lot of 
new natural gas pipelines in the last decade or so, but the need is 
to build even more. And in New England is the one area — another 
area where there was a substantial build in the last decade or so, 
but remains relatively limited in its access to natural gas because 
of its long distance from the main producing areas of Texas, Lou- 
isiana, Oklahoma, and the Gulf of Mexico. 

Senator Smith. Guy, one of the things I have observed — and 
this’ll be my last question; I’ll turn it over to Senator Lautenberg 
for his questions — but one of the things I’ve observed during the 
last energy crunch for electricity is that lots of gas — natural gas 
generators were put in. I’ve got about three of them I can think of 
within 50 miles of my home in Oregon. What’s that done to prices 
of natural gas? And, you know, frankly, it just strikes me as a very 
inefficient way to create electricity through natural gas, as opposed 
to heating homes directly with natural gas. But it has to have had 
a tremendous impact, in terms of driving these prices up. Is that 
your understanding? 
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Mr. Caruso. Well, it’s certainly the area within the natural gas 
demand structure that has grown the fastest in the last 10 years. 
Most of the new electric power generation has been combined-cycle 
gas turbines, and that has been a major factor in the increase in 
demand. And, to that extent, of course, that has put upward pres- 
sure on prices. And it has been pure economics. These combined- 
cycle gas turbines have been — capital cost has been — the lowest 
per-kilowatt-hour generated has been relatively quick to build, and 
they’ve been relatively small in size, so that the risk to the utility 
was so — it was a natural and, I think, the correct business deci- 
sion — 

Senator Smith. But maybe not any longer, if the price of natural 
gas keeps going up. 

Mr. Caruso. Well, that was when price of the gas was two dol- 
lars, or even lower. 

Senator Smith. What is the percentage of natural gas going to 
electrical generation? 

Mr. Caruso. If you include cogeneration, it’s in the low 20s. It’s 
about 21 or 22 percent. But I’ll certainly get the 

Senator Smith. But it’s the biggest increase 

Mr. Caruso. Oh, by far, yes. 

Senator Smith. — in the use of natural gas. 

Mr. Caruso. In the last decade or so, more than 95 percent of 
new electric generation has been natural gas fired. 

Senator Smith. Thank you. 

Senator Lautenberg? 

Senator Lautenberg. Thanks, Mr. Chairman. 

Mr. Caruso, one of the things in — I’m going to ask a couple of 
fairly elementary questions just so that I’m sure about my famili- 
arity with natural gas and LNG and — propane is derived from 
where? 

Mr. Caruso. Propane can be either a derivative from natural gas 
or from petroleum at the refinery. There’s two ways of producing 
propane, and so it can come from either one. 

Senator Lautenberg. So there — is there a cost of processing that 
adds to the cost of propane that makes it higher? And the appeal 
for propane, I guess, is that it can be relatively easily put into con- 
tainers and shipped that way. 

Mr. Caruso. It’s most useful for those areas that aren’t served 
by pipeline — as the Chairman mentioned, for rural areas and those 
where the final — the distribution of natural gas has not reached 
the local community. So propane is often used in those areas. 

Senator Lautenberg. Is propane a more volatile substance than 
natural gas? 

Mr. Caruso. Um 

Senator Lautenberg. In terms of flammability or 

Mr. Caruso. I don’t think it’s any more — ^you know, if it’s han- 
dled properly, I think it is — it’s not any more or less. 

Senator Lautenberg. No. The 

Mr. Caruso. It’s under pressure, so, therefore, to that extent, it 
might be a little bit more 

Senator Lautenberg. Because I know there are restrictions in a 
lot of communities where propane gas tanks can be put, whether 
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or not they have to be subsurface, or shouldn’t be. I’m not really 
sure about it. I just know that I had to pay for it. So 

[Laughter.] 

Senator Lautenberg. And is natural gas — they use the term — 
I hear “stored.” “Stored” means in its natural environment? Just 
leave it in the ground? Is that 

Mr. Caruso. Yes. 

Senator Lautenberg. — is that the best way to 

Mr. Caruso. Storage is a critically important component in the 
natural gas peak heating season, because production is pretty flat, 
year — month to month in the U.S. We don’t see a great deal of var- 
iation from month to month. So during the summer months, what 
the industry does is re-injects natural gas into salt domes and 
other natural cavities that are placed strategically around the 
United States — there are around at least 400 of these sites — that 
we monitor on a weekly basis. And during the winter, it’s pulled 
out of those storage and put into distribution pipelines to reach the 
final consumer. In fact, in the typical winter season, we will con- 
sume, say, 70 bcf per day, billion cubic feet per day, of which about 
20 of that would come from storage. So it’s critically important. 

Senator Lautenberg. Storage, though, is a process; it’s not just 
lying in the ground waiting to be brought out. There has to be a 
system for storage. Do they build tanks for storing natural gas, or 
is the volume so great that to be efficient that it just wouldn’t pay 
to do anything like that? 

Mr. Caruso. That would be — that is among the more — the most 
costly. And although there are some at local utilities, that’s a much 
smaller component. Most of it is — there’s large storage in salt 
domes and other natural cavities underground. 

Senator Lautenberg. Does Department of Energy get a lot of en- 
vironmental concerns expressed about LNG, in terms of any poten- 
tial environmental damage? And if you get those kinds of concerns, 
how do you deal with them? How do you address those concerns? 

Mr. Caruso. Well, the Federal Energy Regulatory Commission is 
the body within the government that regulates, of course, the inter- 
state commerce, so they’re very much involved in the issues with 
respect to safety and the movement of LNG, as well as the Coast 
Guard for safety. And DOE, in its Office of Fossil Energy, also has 
participated in studies with respect to the safety of LNG. And EIA, 
my organization, has not been directly involved, but I know that 
the Office of Fossil Energy has recently been involved in studies of 
the safety of LNG and 

Senator Lautenberg. Well, there are two issues. One is safety. 
And New Jersey had a very bad experience with explosions in the 
natural gas pipeline in fairly densely populated areas. And, as a re- 
sult of that, it’s very hard to plan pipeline service around, because 
people are afraid to have these pipes too near their homes. And I 
think there are fairly fundamental protections that could be in- 
stalled — sectioning off power — pressure measurements and things 
of that nature. So the safety factor, why they can’t easily convince 
people to have pipes running under the schoolhouse or under their 
own home. But what are the environmental concerns that are ex- 
pressed that you deal with? 
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Mr. Caruso. Well, EIA, of course, is — being a statistical agency, 
we don’t 

Senator Lautenberg. Right. 

Mr. Caruso. — get directly involved 

Senator Lautenberg. But you get 

Mr. Caruso. — ^but certainly we 

Senator Lautenberg. — you get the current concerns expressed 
through you. 

Mr. Caruso. I think in terms of environmental issues, you know, 
natural gas, because of its cleaner burning qualities with lesser 
emissions of CO2 than, let’s say, other fuels — coal or oil — one of the 
reasons that there has been such a rush to use more gas, particu- 
larly in electric power generation, has been that it is among the 
fossil fuels considered the more environmentally friendly. So, to 
that extent, natural gas actually is — there are concerns, of course — 
use of the fossil fuels, more generally; but natural gas, among the 
fuels, has been, as I say, one we receive less concern about. 

Senator Lautenberg. Are you familiar with what — the problems 
that arise from trying to develop the transportation system — the 
ships, et cetera, that — to carry LNG and what conditions that im- 
poses on the waterways or ports, et cetera? 

Mr. Caruso. Not in a specific sense, but, clearly, this whole issue 
of the energy infrastructure of this country requires — and I think 
it has been addressed in the discussions on the conference energy 
bill — that there is the need to have enhanced infrastructure from — 
not only from the tankers, but the port facilities, as well as the 
pipelines that you mentioned earlier. So I’m aware that there will 
be a need to build a substantial number of new facilities to handle 
the LNG, and, of course, the tankers, to bring it in, but I think the 
industry, best of my knowledge, is prepared to do that, and in a 
way that’s — I think would satisfy the demands in the — that we 
project. 

Senator Lautenberg. Now, the LNG, the rush to increase the 
number of LNG ports suggests that we are prepared to be further 
dependent — and I don’t know that that’s such a bad thing with 
such a precious commodity — on foreign imports, because it just 
makes the supply that’s available, that’s further away, able to 
reach our shores. So we have to look fairly closely at that. 

You know, Mr. Chairman, very quickly, and I’ll close, before I 
was in the Senate, I’ve always been interested in the environment, 
as I know our Chairman is, and when I heard that there was con- 
sideration of a trans-Canada pipeline, trans-Alaska, et cetera, 
being put in place, I thought, “Wow, that’s really a threat to the 
environment.” And then we turned to the ships, and Valdez, Exxon 
Valdez, et cetera, appeared, and you say, “Well, you won’t get that 
out of a pipeline.” So I think we have to get as much as we can, 
safely and quickly, available through our own sources and through 
a system of piping that can help us deliver that — the material. 

Thank you, Mr. Caruso. 

Mr. Caruso. Thank you. 

Senator Lautenberg. Thanks, Mr. Chairman. 

Senator Smith. Thank you very much. Senator. And thank you, 
Mr. Caruso. 

We may have a few other questions we’ll submit in writing. 
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Senator Smith. But, in the interest of time, because I know there 
are a series of votes scheduled shortly, probably no later than 4 
o’clock, I want to hear from our second panel. 

So we’ll call up Mr. Paul Wilkinson, Vice President, Policy Anal- 
ysis of the American Gas Association; Mr. Gary Huss, President, 
National Association of Manufacturers; and Ms. Wenonah Hauter, 
Director, Critical Mass Energy and Environmental Program, Public 
Citizen. 

Gary Huss, I understand you may have a plane to catch or a 
time limitation. Shall we take you first? 

Mr. Huss. Whichever your preference. It doesn’t matter. 

Senator Smith. Why don’t we start with you, just in case you 
might? So we appreciate your traveling here and being part of this. 

STATEMENT OF GARY D. HUSS, PRESIDENT, HUDAPACK 

METAL TREATING, INC. ON BEHALF OF THE NATIONAL 

ASSOCIATION OF MANUFACTURERS 

Mr. Huss. Thank you, I appreciate it. 

Chairman Smith and Mr. Lautenberg, I am Gary Huss, Presi- 
dent of Hudapack Metal Treating in Elkhorn, Wisconsin. It’s a 
great honor, as a member of the National Association of Manufac- 
turers, to have an opportunity to address you regarding our con- 
cerns about the huge impact of energy costs, especially natural gas, 
on our company in the manufacturing industry. 

At the outset, Mr. Chairman, I would like to thank you for your 
solid voting record in supporting manufacturing in America. This 
morning, the NAM released its voting record for the 108th Con- 
gress, and we greatly appreciate your voting to support our 23 key 
manufacturing votes on an 87 percent basis. 

Senator Lautenberg, on behalf of the NAM we look forward to 
working with you more so in the coming year. Thank you. 

Hudapack Metal Treating has been heat treating steel and stain- 
less steel parts for almost 20 years. Heat treating is a process 
where heat, requiring considerable use of natural gas, is applied to 
steel parts and then fast-cooled to metallurgically change the struc- 
ture of the parts. Without heat treating, steel is relatively soft and 
pliable, and does not last in its ultimate use. 

We operate two plants in Wisconsin and one in Illinois, and pro- 
vide our 160 employees with relatively high-paying jobs with good 
health, life, short-term, disability, and retirement plans. Maintain- 
ing these levels of benefits and employment has been very difficult 
since the natural gas prices skyrocketed upward in 2000. 

As is the case with all energy-intensive manufacturers, during 
the past 4 years Hudapack Metal Treating has been faced with 
major cost increases that threaten our survival as a company. In 
fact, the results of a poll taken in last week’s meeting of the Board 
of the National Association of Manufacturers revealed that 93 per- 
cent of the Directors from small and medium manufacturing com- 
panies believe that higher energy prices are having a negative im- 
pact on their bottom lines. 

At Hudapack, we have struggled with increases in group insur- 
ance, workers comp insurance; Wt these increases pale by compari- 
son to our cost of natural gas. We have experienced substantial 
runups in natural gas prices up at City Gate since 2000. Natural- 
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gas prices are now averaging 75 percent higher than the 2002 
price. For the first time in our history, the gas prices are higher 
this summer than last winter. I respectfully recommend that a 
study he undertaken to determine the extent to which pure specu- 
lation and market manipulation created this summer’s price runup. 

These escalating natural gas prices have become a real negative 
impact on my company. Although the economy has improved great- 
ly and we are currently producing and shipping at a record pace, 
our pre-tax profit will be a very modest 2 to 3 percent of sales this 
year, compared with 15 percent we should achieve with the sales 
level we’re at now. 

As an employer, one of the biggest kicks I get out of being an 
employer, I enjoy issuing bonus checks. In 2000, we disbursed an 
average bonus check of a thousand dollars per employee. Since 
then, we haven’t been able to pass out any bonus checks. 

Senator Smith. Are you saying, Gary, that 13 percent of your 
profit is lost that you could attribute directly to the price of natural 
gas? 

Mr. Huss. Very easily. 

Senator Smith. Interesting. 

Mr. Huss. We have also been limited in the cost increases we can 
charge our customers, because they have access to imported parts 
which may already be heat treated and compete with the ones that 
we produce. When our customers buy less-expensive imported 
parts, we not only lose the business, but so do the fabricator or the 
metal forger who sent the parts to us for the heat-treating process. 
In other words, natural gas prices not only affect the jobs in the 
heat-treating industry, but the high prices are also “outforcing” 
jobs in the businesses above me in the supply chain. 

Since there is no real substitute for natural gas in most our proc- 
esses, we are fully engaged in energy efficiency recuperation. It 
costs between $75,000 and $100,000 per furnace, depending on 
size, to accomplish this improvement. I have 10 to 15 furnaces that 
require this upgrade. With lower profits due to high gas costs, I can 
only do one or two of them per year. 

Last year, last December, the NAM released a study which con- 
cluded that overall domestic manufacturers face at least a 22 per- 
cent price disadvantage as compared with our foreign competitors 
because we in this country face higher energy costs, higher 
healthcare and pension costs, a more punitive corporate tax struc- 
ture, and a more costly regulatory burden, especially environ- 
mental, and a wildly out of control legal system. The cumulative 
effect of these factors and Congress’ unwillingness to address them 
is “outsourcing” manufacturing jobs to foreign workers. 

With respect to our disadvantage in high energy cost. Congress 
must face up to its responsibility to facilitate increases in natural 
gas supply. Congress needs to allow drilling in new fields. We need 
to get the gas where it is and facilitate the construction of the Alas- 
ka Pipeline. Congress also needs to help with the siting and per- 
mitting of new liquified natural gas facilities. 

In summary. Congress needs to pass comprehensive energy legis- 
lation that will increase the supply in affordable — will increase the 
supply of affordable energy, facilitate improvement to the natural 
gas and electricity infrastructure, and provide incentives for addi- 
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tional energy efficiency investments. Please do so, because I would 
like to continue providing value to my customers and a quality of 
life to my workers here in the United States. 

Thank you. 

[The prepared statement of Mr. Huss follows:] 

Prepared Statement of Gary D. Huss, President, Hudapack Metal Treating, 
Inc. on behalf of the National Association of Manufacturers 

Chairman Smith and members of the Committee, I am Gary Huss, President of 
the Hudapack Metal Treating company in Elkhorn, Wisconsin. It is a great honor, 
as a member of the National Association of Manufacturers, to have the opportunity 
to address you regarding our concerns about the huge impact of energy costs, espe- 
cially natural gas on our company and the manufacturing industry. The National 
Association of Manufacturers is the Nation’s largest industrial trade association, 
representing small and large manufacturers in every industrial sector and in all 50 
states. 

Hudapack Metal Treating has been treating steel and stainless steel parts for al- 
most 20 years. Metal treating is a process where heat, requiring considerable use 
of natural gas, is applied to metallurgically change the structure of the metal parts, 
thereby giving them strength and wear resistance. Without heat treating, metal is 
relatively soft and pliable. Using the spring as an example: the steel needs to be 
soft to be formed into the shape of the spring. The heat treat process, which in this 
case is called “austemper,” gives the material the strength and resiliency to be a 
“spring.” 

We operate two plants in Wisconsin and one in Illinois and provide our 160 em- 
ployees with relatively high paying jobs, good health, life, short-term disability and 
retirement plans. However, maintaining these levels of benefits and employment 
has been very difficult since natural gas prices skyrocketed upward in 2000! 

As is the case with all energy intensive manufacturers during the past four years, 
Hudapack Metal Treating has been faced with major cost increases that threaten 
our survival as a company. High energy cost increases have historically driven the 
economy into recession, by reducing orders for capital equipment, and lowering con- 
sumer confidence. I must give the Federal Reserve Board and the President’s three 
tax relief bills over the past three years credit for keeping the economy afloat in 
the face of unprecedented natural gas and oil costs. 

In addition, credit must be given to the continuous improvements in energy effi- 
ciency in the manufacturing sector in particular, which has led the country to be 
46 percent more efficient in energy use per unit of GDP versus 30 years ago. Despite 
these general improvements, high energy prices are still devastating to manufac- 
tures. In fact, the results of a poll taken at last week’s meeting of the board of the 
National Association of Manufacturers, revealed that 93 percent of the directors 
from small and medium manufacturing companies believe that higher energy prices 
are having a negative impact on their bottom lines. 

At Hudapack Metal Treating, we have struggled with increases in group insur- 
ance and workers comp insurance, but these increases pale by comparison to our 
cost increases for natural gas. We experienced a substantial run up in natural gas 
prices at the Northern Illinois City Gate during 2000 and 2001, and while prices 
did moderate in 2002, they were still 40 percent above 1999 levels. However, during 
the past two years, natural gas prices have skyrocketed, and have been averaging 
about 75 percent higher than the 2002 price. 

More specifically, during the four winters ending with the winter of 1999/2000, 
natural gas prices at the Northern Illinois City Gate averaged $2.65 cents per thou- 
sand Btu’s. However, the average of the past two winters’ prices has been $5.55 
cents per thousand Btu’s, more than doubling of the late 1990s price. Worse, for the 
first time in our history, the prices were higher for this summers’ gas at the city 
gate than the preceding winter’s prices. This summer, natural gas averaged $5.94 
per thousand Btu’s or about 150 percent more than the average summer prices for 
the four years ending in the summer of 1999. In fact, this summer’s prices have 
jumped 82 percent just since 2002. This is despite about a 10 percent reduction in 
natural gas use in the electricity sector this summer compared to 2002. 

In my view, this summer’s natural gas prices may well have heen exacerbated by 
large investors, such as hedge funds and commodity-trading advisers, as suggested 
in an article on oil trading in The Wall Street Journal on September 2 of this year. 
I respectfully recommend that a study be undertaken to determine the extent to 
which pure speculation and market manipulation created this summer’s price run- 
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up. However, even if commodity market activities were a substantial influence on 
prices this summer, the core problem remains the same because tight gas markets 
invite investor influence on prices. The nation needs adequate natural gas supplies 
to reduce both price spikes and volatility. 

These escalating natural gas prices are having a real negative impact on my com- 
pany. Although we at Hudapack Metal Treating are currently producing and ship- 
ping at a record pace, our pre-tax profit will only be very modest at approximately 
2-3 percent of sales, compared with the 15 percent we should achieve at these sales 
levels. As an employer, I enjoyed issuing extra bonus checks. In 2000, we disbursed 
over $50,000 in bonuses. Since then, we have been unable to do any bonuses. 

Although we are now passing a portion of our increased gas costs through, we are 
limited in the cost increases we can charge our customers. Our customers have ac- 
cess to imported metal products and parts that are already heat-treated and com- 
pete with the ones we produce. When our customers buy the less-expensive imported 
parts, not only do we lose business, but so do the part fabricator and the metal forg- 
er who sent their metal to us to heat-treat. 

In other words, high natural gas prices not only affect the jobs in the heat-treat- 
ing industry, but the high prices also are “outforcing” jobs in the businesses above 
me in the supply chain. Still worse, the more our foreign competitors take advan- 
tage of their lower cost structure, the more experience they will develop in matching 
our quality and our supply chain efficiency. Thus, just as foreign competition with 
low natural gas prices hurts jobs in my industry and those companies above me in 
the supply chain, so do imports put increasing pressure on my domestic customers 
as foreign competitors increase the complexity and the value-added of the products 
they sell to the U.S. market. 

In the face of these higher natural gas costs, Hudapack Metal Treating has been 
trying to maintain its profitability and keep all of our workers fully employed. Since 
natural gas is critical to our whole business, and since there are no real substitutes 
for natural gas in most of our treating, we are fully engaged in energy efficiency 
measures. We have undertaken the task of adding recuperation of all of our burners 
for the furnaces. It costs between $75,000 and $100,000 per furnace, depending on 
size, to accomplish this upgrade. I have about 10-15 furnaces in two plants that 
need this upgrade. With lower profits due to the high gas costs, I can only do one 
or two upgrades per year. I would add that making these energy efficiency invest- 
ments would be less difficult if there were more favorable corporate teixation and 
capital cost recovery rules. 

Last December, the National Association of Manufacturers and the Manufacturing 
Alliance released a study entitled “How Structural Costs Imposed on Manufacturers 
Harm Workers and Threaten Competitiveness,” which concluded that overall, do- 
mestic manufacturers face at least a 22 percent price disadvantage as compared 
with our major foreign competitors. This is because, compared to our trading part- 
ners, we have higher energy prices, higher health care and pension costs, a more 
punitive corporate teix structure, a more costly regulatory burden — especially envi- 
ronmental — and a wildly out-of-control legal system. In the past, U.S. manufac- 
turing has been able to compete with imports made by low-wage competitors be- 
cause of our extraordinary productivity. However, the cumulative effect of these 
other factors — and Congress’ unwillingness to address them — is “outforcing” manu- 
facturing jobs to foreign workers. 

The U.S. manufacturing sector lost almost 3 million jobs during the period when 
natural gas prices started increasing in 2000, until we started adding jobs in the 
spring of this year. If Congress does not aggressively address these factors of energy 
costs, health care and pension costs, punitive taxes, regulatory burden and scan- 
dalous product-liability judgments, then it is pretty clear that most of these 3 mil- 
lion jobs lost over the past four years will not be coming back to the United States. 
For my company and others in the metal-treating industry, the recent run-up in 
natural gas prices has had a more acute impact than these other factors, but the 
natural gas cost increases have been piled onto the other structural cost disadvan- 
tages and caused some in my industry to close their doors. 

The persistent high prices during this past summer, when natural gas prices are 
usually lower, underscore a number of changes that have occurred in the natural 
gas supply/demand balance. First, during the 1990s, natural gas became the over- 
whelming choice for new electric generation. Second, the natural gas domestic sup- 
ply “bubble” shrank and disappeared during the 1990s, and Canadian imports grew 
every year to pick up the gap between domestic demand and supply. However, in 
2003, Canadian gas imports began to drop. Despite active drilling in some areas of 
the United States, domestic production has been at its best level. Meanwhile, the 
industrial economy has been recovering. Consequently, there has not been enough 
gas to meet demand at reasonable prices. 
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In addition to creating a more favorable climate for energy efficiency investments 
for manufactures — such as my own investments in recuperation — Congress must 
face up to its responsibility to facilitate increases in natural gas supply. The very 
modest production response to the past four years of high natural gas prices is a 
clear indication that just drilling more holes in the same old fields is not a sustain- 
able solution. Congress needs to allow drilling in new fields, especially in the Rocky 
Mountains and offshore. If more gas were available in Texas or Oklahoma, we 
would be getting it with these high prices. We need to get the gas where it is. 

In addition, Congress needs to help with the siting and permitting of new lique- 
fied natural gas facilities, which are a vital component of any natural gas supply 
strategy. Congress should also pass legislation that will facilitate the construction 
of the Alaska Gas Pipeline. Many of the predictions of environmental disasters from 
an Alaskan pipeline have proven to be false; and with state-of-the-art materials and 
technology, construction of a new natural gas pipeline will be safer and cleaner. It 
is the responsibility of Congress to protect our jobs, our economy and our Nation 
by ensuring that these initiatives are put on a fast track, without fear of lengthy 
litigation. 

Unfortunately, none of the energy bills that have passed either body during the 
past two congresses have done enough to increase natural gas supplies. Neverthe- 
less, Congress can help by recognizing that we need more of every type of energy 
supply including, coal, nuclear and affordable renewables. 

Electric generators must be able to increase their use of other sources if natural 
gas is to be affordable for manufactures and homeowners. And affordable electricity 
is the key, because overall, manufacturers use more electricity than any other en- 
ergy input. Clean coal technolo^ has become better, nuclear technology has become 
safer. Still, Congress must avoid command and control approaches to limit carbon 
dioxide emissions, to force use of expensive renewables and to impose draconian 
mercury reductions, any one of which would drive electricity prices through the roof 
and compound manufacturing’s structural cost disadvantage. 

I applaud the majorities of both houses for supporting H.R. 6, the Energy Policy 
Act. Most Members of Congress have it right — we need improvements in every en- 
ergy area. Congress needs to pass comprehensive energy legislation that will in- 
crease the supply of affordable energy, facilitate improvements to the natural gas 
and electricity infrastructure, and provide incentives for additional energy efficiency 
investments. Please do this as a first order of business next congress, because I 
want to continue providing value to my customers and quality lives for my workers, 
here in the United States of America. Thank you. 

Senator Smith. Thank you, Mr. Huss. That was a very real-life 
testimony you gave as to what this natural gas cost spike is doing 
to your company, the jobs you provide, and we’re very sensitive — 
we want to move sensitive to that. 

Mr. Huss. Thank you. 

Senator Smith. Ms. Wenonah Hauter — am I pronouncing that 
right? 

Ms. Hauter. Yes. 

Senator Smith. Very good. We’ll hear from you next. 

STATEMENT OF WENONAH HAUTER, DIRECTOR, 

PUBLIC CITIZEN’S ENERGY PROGRAM 

Ms. Hauter. OK. Mr. Chairman, Senator Lautenberg, I appre- 
ciate the opportunity to testify. 

I am Wenonah Hauter, and I’m Director of Public Citizen’s En- 
ergy Program. Public Citizen is a 30 year old consumer advocacy 
organization with 160,000 members nationwide. 

I’m going to spend my time discussing market manipulation and 
speculation that has led to rising gas prices. Beginning in 2000, 
natural gas companies exploited energy deregulation to engage in 
one of the largest consumer ripoffs in history. Despite moderately 
rising demand, which grew only 4.2 percent from 1999 to 2000, nat- 
ural gas prices increased 245 percent from 1999 to 2001. This in- 



26 


crease was not justified by the underlying market conditions of 
adequate supply matching moderately growing demand. 

During the past 2 years, Federal agencies and the State of Cali- 
fornia have authorized $2 billion in fines, penalties, refunds, and 
other enforcement actions against the natural gas companies for 
manipulating domestic natural gas markets. These fines represent 
only a fraction, though, of the total amount that consumers have 
been price-gouged. For example, California, alone, estimates that it 
is owed $9 billion for energy market overcharging. This has oc- 
curred because of inadequate regulation of the industry which en- 
gages in two types of abuse. The first is manipulation of energy 
trading markets where prices are set. And the second manipulation 
is of storage data which influences prices. 

I want to look at five areas that we believe need to be reformed. 

The first is the regulation of over-the-counter markets. The Com- 
modities Futures Trading Commission is directly responsible for 
regulating commodities trade on futures exchanges such as the 
New York Mercantile Exchange, or NYMEX. But it also has the 
power to intervene against under-regulated over-the-counter mar- 
kets. The Commodities Futures Trading Commission should use its 
authority and be given additional regulatory power to require 
transparency. Natural-gas futures trading only began in November 
1989. And since that time, the market has been plagued with vola- 
tility. Contracts representing billions of Btu’s of natural gas are 
traded every day. But, increasingly, a large share of this trading 
has been moved off the regulated exchanges, like NYMEX, and 
onto unregulated over-the-counter exchanges. The Bank of inter- 
national Settlements estimates that in 2003 the global over-the- 
counter market has grown to $2 trillion, 150 percent increase since 
1998. Traders operating on exchanges like NYMEX are required to 
disclose details of their trades to Federal regulators, but traders in 
over-the-counter exchanges are not required to disclose such infor- 
mation, allowing energy companies, investment banks, and hedge 
funds to escape Federal oversight and more easily engage in ma- 
nipulation strategies. 

Energy trading on these over-the-counter exchanges was greatly 
expanded at the beginning of 1993, when the CFTC panted an ex- 
emption requested by Enron and eight other companies for energy 
contracts that included natural gas from exchange-trading require- 
ments and anti-fraud provisions of the Commodity Exchange Act. 
By doing so, the CFTC voluntarily limited its ability to police en- 
ergy trading markets. The growth of these over-the-counter ex- 
changes exploded in 2000, when Congress passed the Commodity 
Futures Modernization Act, which, among other things, largely ex- 
empted trading of energy commodities on these over-the-counter 
exchanges from any Federal Government oversight. As a result, 
many investment banks and energy companies opened their elec- 
tronic exchanges, where the bulk of their activities were unregu- 
lated. Since the law took effect, the industry has been plagued by 
dozens of high-profile scandals attributed to the lack of the ade- 
quate regulatory oversight over traders’ operations. 

We’ve identified over 200 hedge funds with significant positions 
in natural gas trading markets. Given the sheer size of these funds 
and the investment banks that run them, they need to be regulated 
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so that we have more transparency over their actions. The govern- 
ment needs to be able to track shenanigans going on by having ac- 
cess to information. Companies engaging in futures trading should 
be required to report the details of their contracts, the prices, and 
who they are dealing with. 

The second area that needs to be reformed is the NYMEX nat- 
ural gas trading price limits. Trading exchanges can impose a price 
limit on dialing trading as a way to protect consumers. For exam- 
ple, with the “mad cow” scare, the Chicago Mercantile Exchange 
imposed a price limit on cattle of three cents per pound so that if 
the price fluctuates more than that amount, trading in cattle is 
stopped until the next day. That’s about .4 percent of the current 
trading price of cattle. This is a very low threshold that protects 
against volatility. The same type of suspension is used in other 
commodity trading, such as milk and lumber. 

But NYMEX has very weak price limits. If the price changes 
three dollars per Btu during a daily session, trading is suspended 
for just 5 minutes. This three dollar limit is roughly half the cur- 
rent price of natural gas, as compared to the much smaller range 
used in other commodities. We believe NYMEX needs to set stricter 
price limits. 

The third area that needs to be addressed is the area regulated 
by the Energy — or by the Federal Energy Regulatory Commission, 
FERC, which is in charge of regulating pipeline activities, storage, 
LNG facility construction, and natural gas transportation issues, 
among others. FERC has a legal mandate to ensure that electricity 
prices under its jurisdiction are just and reasonable. And the same 
should be true for natural gas. 

The Ninth Circuit Court of Appeals recently ruled that FERC 
has broader power than it currently exercises to force energy com- 
panies to provide refunds to consumers. The ability of FERC to 
order such refunds, however, is contingent upon the existence of 
the just and reasonable standard enshrined in the Federal Power 
Act. We need a similar standard for natural gas. 

The fourth area that needs to be regulated are natural gas stor- 
age requirements. Lack of regulation in energy trading markets al- 
lows market gaming to set natural gas prices. It allows published 
natural gas storage levels to influence the price. If natural gas lev- 
els are high, the market will typically lower the price of natural 
gas. This correlation has resulted in the natural gas industry keep- 
ing less product in storage. 

Although at this time we do have adequate storage, it is impor- 
tant to note that the correlation between storage levels and price 
is weaker today than it used to be historically, and that’s because 
the industry is relying on futures trading more than storage as a 
hedging tool. Nevertheless, to be prudent, we need a federally con- 
trolled and regulated natural gas storage system to make sure that 
demand can be met at a reasonable price. 

Last, I will mention the need to improve local control over the 
siting of liquified natural gas import facilities. FERC has recently 
denied states the right to adequately regulate LNG import facilities 
which are already built or are proposed. Considering the threat 
from terrorism, security concerns for LNG tankers and marine ter- 
minals are justified because of the sheer magnitude of the fuel in- 
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volved. Legislation has already been introduced in the House on 
this issue, and we believe this type of legislation is necessary to 
clarify FERC’s jurisdiction over the facilities. 

Rather than increasing our dependence on foreign sources of en- 
ergy, we need to do everything we can to reduce projected natural 
gas demand through improvements in energy efficiency and encour- 
agement of alternative energy. 

In conclusion. Congress can restore accountability to natural gas 
markets and protect consumers by regulating over-the-counter nat- 
ural gas trading exchanges, ordering trading exchanges to reform 
natural gas trading price limits, establishing a just and reasonable 
standard for natural gas, mandating natural gas storage require- 
ments, and improving local control over LNG siting. 

[The prepared statement of Ms. Hauter follows:] 

Prepared Statement of Wenonah Hauter, Director, 

Public Citizen’s Energy Program 

Consumer Concerns with Natural Gas and LNG 

Thank you, Mr. Chairman and members of the Senate Subcommittee on Energy 
Policy, Natural Resources and Regulatory Affairs for the opportunity to testify on 
the issue of natural gas markets. My name is Wenonah Hauter and I am Director 
of Public Citizen’s Energy Program. Public Citizen is a 30 year old public interest 
organization with over 160,000 members nationwide. We represent consumer inter- 
ests through research, public education and grassroots organizing. 

I last testified before the Senate Commerce Committee in April 2002, when I doc- 
umented how Enron exploited deregulation to manipulate West Coast energy mar- 
kets. 

Since I gave that testimony, Federal and state governments have authorized over 
$4.1 billion in fines, penalties, refunds and other enforcement actions against nat- 
ural gas companies for manipulating domestic natural gas markets — an amount far 
less than the amount by which natural gas companies are alleged to have manipu- 
lated prices. Anti-competitive actions by the handful of natural gas companies — 
made possible by inadequate regulation over the industry — are a determining factor 
in the 155 percent increase in natural gas prices for consumers since 1999. 

In the wake of Enron’s collapse, Congress recognized that strengthening regula- 
tions over corporations was necessary to protect consumers and investors. In the 
summer of 2002, Congress wisely passed the Sarbanes-Oxley Act, imposing regula- 
tions on the accounting industry and the auditing process for corporations. The ma- 
jority of recent corporate accounting scandals have been concentrated in the energy 
industry. But the Sarbanes-Oxley Act addresses what is arguably the “secondary” 
problem: natural gas and power companies primarily engaged in accounting fraud 
as a means to hide the enormous revenues they were earning from price-gouging 
consumers. Congress has thus far ignored the glaring need for a Sarbanes-Oxley- 
type reform of energy regulations. 

The two main types of abuse by natural gas companies are manipulation of en- 
ergy trading markets (where prices are set) and storage data (which influence 
prices). Congress can restore accountability to natural gas markets and protect con- 
sumers by supporting Public Citizen’s 5-point reform plan: 

• Re-regulate natural gas trading exchanges to restore transparency. 

• Order trading exchanges to reform natural gas trading price limits. 

• Establish a “just and reasonable” standard for natural gas. 

• Mandate natural gas storage requirements. 

• Improve local control over LNG siting. 

Restore Transpareney of Natural Gas Trading Exehanges 

Beginning in 2000, natural gas companies exploited energy industry deregulation 
to engage in one of the largest consumer rip-offs in history. Despite only moderately 
rising demand (which grew only 4.2 percent from 1999 to 2000), natural gas prices 
increased 245 percent from January 1999 to January 2001. This increase was not 
justified by the underlying market conditions: adequate supply matching moderately 
growing demand. This market manipulation trend may be continuing since Congress 
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and the two Federal regulatory commissions with jurisdiction have not reformed the 
rules that allowed the manipulation to occur. 

Over the last two years, two Federal agencies (the Commodity Futures Trading 
Commission and the Federal Energy Regulatory Commission) have obtained $4.1 
billion in settlements against natural gas companies for market manipulation. 
These fines cover manipulation of energy trading markets, but only represent a frac- 
tion of the total amount by which consumers have been price-gouged. For example, 
California alone estimates that it is owed $9 billion for energy market overcharging. 
This wide discrepancy between what consumers are owed and what the government 
has forced natural gas companies to pay exists because the Federal government, 
through legislative and regulatory action, has severely limited its ability to effec- 
tively oversee the industry. 

Both the CFTC and FERC have been negligent in policing these markets effec- 
tively. The CETC is directly responsible for regulating commodities trade on futures 
exchanges (such as the New York Mercantile Exchange), but also has the power 
under the Commodity Exchange Act to intervene against traders in the under-regu- 
lated over-the-counter (OTC) markets. EERC is responsible for most non-exchange 
natural gas market issues. 

Natural gas futures trading only began in November 1989, and it is clear that 
the significant problems that continue to plague these trading markets do not war- 
rant the weak Federal oversight. Contracts representing billions of BTUs of natural 
gas are traded every day on NYMEX. An increasing share of this trading, however, 
has been moving off regulated exchanges like NYMEX and into unregulated OTC 
exchanges. The Bank of International Settlements estimates that in 2003, the global 
OTC market has grown to over $2 trillion, a 150 percent increase from 1998. 

Traders operating on exchanges like NYMEX are required to disclose details of 
their trades to Federal regulators. But traders in OTC exchanges are not required 
to disclose such information, allowing energy companies, investment banks and 
hedge funds to escape Federal oversight and more easily engage in manipulation 
strategies. The need for stronger consumer protections is more urgent as powerful 
new players — led by hedge funds and investment banks — now dominate natural gas 
trading. 

Energy trading on these OTC exchanges was greatly expanded at the beginning 
of 1993 when the CETC, under the chairmanship of Dr. Wendy Gramm, granted an 
exemption requested by Enron and eight other companies for energy contracts (in- 
cluding natural gas) from exchange-trading requirements and anti-fraud provisions 
of the Commodity Exchange Act. By doing so, the CETC voluntarily limited its abil- 
ity to police energy trading markets. 

The growth of these OTC exchanges exploded in 2000 when Congress passed the 
Commodity Futures Modernization Act which, among other things, largely exempted 
trading of energy commodities on OTC exchanges from Federal government over- 
sight. As a result, many investment banks and energy companies opened their own 
electronic exchanges where the bulk of their activities were unregulated. Since the 
law took effect, the industry has been plagued by dozens of high-profile scandals at- 
tributed to the lack of adequate regulatory oversight over trader’s operations. 

Public Citizen has supported efforts to re-regulate energy trading by subjecting 
OTC markets to tougher oversight and enhanced consumer protections. But the lat- 
est such effort, an amendment to the energy bill, was rejected by the Senate by a 
vote of 56-44 in June 2003 (Amendment 876 to S.14). The amendment would largely 
repeal the 1993 CFTC and 2000 Congressional deregulation acts. 

The measure was defeated after a public spat between Warren Buffett, chairman 
of Berkshire Hathaway, and Federal Reserve chairman Alan Greenspan, over the 
danger posed by under-regulation of derivatives. Buffett called the underreguated 
derivatives markets “weapons of mass destruction” in March 2003, and Greenspan 
took the unusual step of publicly disputing Buffett’s assertions. 

As if deregulation by the CFTC and Congress were not bad enough, the CFTC 
has experienced a troublesome streak of “revolving door” appointments and hiring 
which may further hamper the ability of the agency to effectively regulate the en- 
ergy trading industry. In August 2004, CFTC chairman James Newsome left the 
Commission to accept a $1 million yearly salary as president of NYMEX, the world’s 
largest energy futures marketplace. Just weeks later, Scott Parsons, the CFTC’s 
chief operating officer, resigned to become executive vice-president for government 
affairs at the Managed Eunds Association, a hedge-fund industry group that figures 
prominently in energy derivatives markets. Such prominent defections may hamper 
the CETC’s ability to protect consumers. 

It is prudent to enhance regulatory oversight over natural gas trading markets 
considering the new breed of trader that is beginning to dominate these markets. 
Public Citizen research has identified more than 200 hedge funds that have devel- 
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oped significant positions in natural gas trading markets. In addition, investment 
banks — led by Goldman Sachs and Morgan Stanley — have already firmly estab- 
lished themselves as dominant players in natural gas trading. Given the sheer size 
and political muscle behind these hedge funds and investment banks, greater trans- 
parency over their actions is needed now more than ever. 

Reform NYMEX Natural Gas Trading Price Limits 

Trading exchanges can impose price limits on daily trading as a way to protect 
consumers. For example, in response to the Mad Cow scare, the Chicago Mercantile 
Exchange (CME) imposed a price limit on cattle of per pound — so if the price 
fluctuates more than that amount, trading on cattle is stopped until the next day. 
The 3(i! limit is about 0.4 percent of the current trading price of live cattle — a very 
low threshold that protects consumers and producers from volatility. Even commod- 
ities unafflicted with Mad Cow-like “scares” have strict price limits. Trading in milk 
futures contracts is suspended until the following day if the price changes more 
than 15^ (about 5 percent of the current price). Trading in lumber futures is halted 
for the day if the price swings more than $10.00 per thousand board feet (3 percent 
of the current price). These severe price limits help control volatility and reduce 
damaging speculation. The CME implemented these strict price limits typically at 
the request of producers, since many of the price swings were hurting their bottom 
line. 

But NYMEX has weak price limits on natural gas trading. If the price changes 
by $3/Btu during a daily session, then trading is suspended for only 5 minutes. This 
$3 limit is roughly half the current price of natural gas (compared to the much 
smaller range of 0.4 percent to 5 percent listed in the above agricultural commod- 
ities). This means that NYMEX tolerates more volatility in natural gas trading mar- 
kets, making it a more attractive market for speculators to profit at the expense of 
consumers. But, unlike agricultural products with tough price limits, the natural 
gas producers and speculators are making billions of dollars off these volatile nat- 
ural gas markets. 

Public Citizen urges the Senate Commerce Committee to pass a law forcing 
NYMEX to set stricter price limits for natural gas in order to better protect con- 
sumers. 

Establish a “Just and Reasonable” Standard for Natural Gas 

While the CFTC regulates the natural gas futures markets, the Federal Energy 
Regulatoiy Commission is in charge of regulating other aspects of natural gas mar- 
kets. While FERC has a legal mandate to ensure that electricity prices under its 
jurisdiction are “just and reasonable,” it has no such “fair price” standard for nat- 
ural gas. As natural gas continues to have a bigger impact on the U.S. economy — 
not to mention setting the de facto price of electricity due to its use as fuel for 
power — Public Citizen strongly urges the Senate Commerce Committee to support 
legislation that would establish a “just and reasonable” standard for all natural gas 
production. 

The 9th Circuit Court of Appeals recently ruled that FERC had broader power 
than it currently exercises to force energy companies to provide refunds to con- 
sumers for overcharging. The ability of FERC to order such refunds, however, is 
contingent upon the existence of the “just and reasonable” standard enshrined in 
the Federal Power Act. Without such a standard for natural gas, consumers are left 
unprotected. 

Mandate Natural Gas Storage Requirements 

While under-regulation of energy trading markets allows market gaming to set 
natural gas prices, published natural gas storage levels influence the price. If nat- 
ural gas storage levels are at historically high levels, the market typically will lower 
the price of natural gas, since more natural gas is available to release in response 
to demand fluctuations. 

For years there has been a strong correlation between the amount of working gas 
in storage and the wellhead price of natural gas. But in recent years, the natural 
gas industry has kept less product in storage, which in turn has sent strong signals 
to markets to help drive the price of natural gas higher. Acknowledging that there 
may be flaws in allowing natural gas companies to set storage levels by themselves. 
Public Citizen recommends the creation of a “Strategic Natural Gas Reserve,” per- 
haps modeled on the Strategic Petroleum Reserve. A federally-controlled and regu- 
lated natural gas storage system would help ensure that natural gas storage levels 
are adequate to meet demand. 

It is important to note that in recent years, the correlation between storage levels 
and prices has become less strong. This trend may be attributable to an over-reli- 
ance of natural gas users on futures trading, rather than physical storage, as a 
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hedging tool. In addition, the less-transparent natural gas trading markets since 
2000 may also be contributing to this deviation from standard correlations, as mar- 
ket manipulation — rather than true supply and demand — sets prices. 

Improve Local Control Over LNG Siting 

Last year. Federal Reserve chairman Alan Greenspan called on the U.S. to quick- 
ly approve a “major” increase in Liquefied Natural Gas (LNG) import facilities, 
claiming that domestic supply and demand trends require increases in natural gas 
importation. 

Such an analysis, however, ignores the benefits of reducing projected natural gas 
demand through improvements in energy efficiency and the encouragement of alter- 
native energy. 

The Department of Energy projects that natural gas demand will grow at a rate 
of 1.4 percent a year from now through 2025, with domestic production growing at 
a rate of 1.0 percent a year. But the DOE projections assume little to no improve- 
ments in natural gas consumption efficiency, and only limited development of alter- 
native electricity generation during that time. If America’s energy policies are 
prioritized to reduce demand and increase renewable fuels, the need to import LNG 
will greatly diminish. 

Indeed, one of the biggest debates in energy policy is reducing America’s depend- 
ence on foreign sources of energy. But importing LNG will make us more dependent 
on such imports, particularly from volatile regions of the world. 

In 2003, we obtained 98 percent of our natural gas needs from domestic produc- 
tion and pipeline shipments from Canada and Mexico (83 percent of our natural gas 
needs are derived from domestic production). The reminder come from LNG imports, 
with 23 percent of those imports coming from OPEC nations (Algeria, Qatar and Ni- 
geria). Increasing reliance on LNG will result in the U.S. becoming more dependent 
on OPEC. 

Nonetheless, even assuming the need for an expansion of LNG facilities, the Sen- 
ate Commerce Committee should make sure that such an expansion contains new 
protections for states to have adequate jurisdiction over safety, environmental and 
consumer protections. Given the concerns raised by state officials and at least 20 
U.S. Senators regarding improper FERC assertion of jurisdiction over traditional 
state domains on electricity markets, it would seem that Congressional action as- 
serting the rights of states on LNG siting may be required. 

In March 2004, FERC denied California (and other states) the right to adequately 
regulate LNG import facilities located or proposed in the state. In July, the Cali- 
fornia Public Utilities Commission voted to appeal FERC’s ruling. Public Citizen 
feels FERC has overstepped its authority under the Natural Gas Act. This is prob- 
ably why a bill has been introduced in the U.S. House of Representatives (HR 4413) 
that would clarify FERC’s exclusive jurisdiction over such LNG facilities. If FERC 
were on stronger ground, such proposed legislation would be unnecessary. 

Finally, FERC has not provided adequate guarantees regarding the security con- 
cerns of LNG import facilities. LNG tankers and LNG marine terminals pose signifi- 
cant terrorist targets due to the sheer magnitude of the amount of fuel carried by 
LNG tankers (they carry up to ten times the amount of fuel in a typical crude oil 
ship) and the risk of fires and subsequent thermal radiation associated with the 
heating of the LNG at the marine terminals. States have already raised serious 
questions about the adequacy of FERC’s security assessments. This is particularly 
important given assertions by the United State’s former deputy counterterrorism 
czar that A1 Qaeda operatives trained in Afghanistan came to the U.S. smuggled 
aboard LNG tankers from Algeria and considered Boston a “logistical hub” for the 
terror network’s activities in the U.S. prior to the September 11 attacks. This, and 
the fact that A1 Qaeda has already demonstrated the capacity to strike at sea, with 
the boat bombing of the USS Cole in 2000 and the oil tanker Limburg in 2002. 
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Details of the $4.1 billion In fines, penalties and other payments by natural gas companies to 
government authorities to settle allegations of market manipulation 


Company 

Payment 

(SmillionsI 

Agency 

Date 

Description of Enforcement Action 

Acauila (Kansas City, MO) 

$ 26.5 

CFTC 

Jan-OA 

making false reports and manipulation of natural gas prices 

Black Hills Cofp (Rapid City, SD) 

3.0 

CFTC 

Jul-03 

Black Hills subsidiary Enserco Enemy manipulated natural gas prices 

Calpine (San Jose. CA) 

1.5 

CFTC 

Jan-04 

reporting false volume and price data of natural gas 

CMS Enemy (Jackson, Ml) 

16.0 

CFTC 

Nov-03 

false reporting and attempted manipulation of natural gas prices 

Dominion Resources (Richmond, VA) 

5.0 

FERC 

Aug-03 

improper sharing of natural gas storage inventory information 

Duke Enemy (Chadotle, NC) 

28.0 

CFTC 

Sep-03 

False reporting and attempted manipulation of natural gas 

Dynegy (Houston, TX) 

5.0 

CFTC 

Dec-02 

Dynegy (ChevronTexaco owns 26%), through its 50% stake in West Coast 

Power (Xcel subsidiary NRG owns the rest) manipulated natural gas prices 

El Paso Coro (Houston, TX) 

1 .690.0 

FERC 

Nov-03 

manipulating natural gas pipeline capacHv into California 

El Paso Coro (Houston, TX) 

20.0 

CFTC 

Mar-03 

Intentionally manipulating natural gas prices 

EnCana (Cakiarv. Canada) 

20.0 

CFTC 

Jul-03 

EnCana's subsidiary. WD Enemy, manipulated natural gas prices 

Enron (Houston, TX) 

35.0 

CFTC 

Jul-04 

manipulation of natural gas prices 

Enterav Koch Trading (New Orleans) 

3.0 

CFTC 

J8n-04 

reporting false volume and price data of natural gas 

Nicor (Naoerville. ID 

0.6 

FERC 

Aug4}4 

Nicor's Northern Illinois Gas subsidiary improperly shared natural gas storage dat 

NiSource (Merrillville. IN) 

2.5 

FERC 

AuQ-03 

NISource’s Columbia Gas subsidiary improperly shared natural gas storage data 

Oneok (Tulsa. OK) 

3.0 

CFTC 

Jan-04 

reporting false volume and price data of natural gas 

Reliant Energy (Houston. TX) 

18.0 

CFTC 

Nov-03 

false reporting and attempted manipulation of natural gas prices 

Shell (The Hague. Netherlands) 

30.0 

CFTC 

Jul-04 

Shell's Coral Energy subsidiary manipulated natural gas prices 

Western Gas Resources (Denver) 

7.0 

CFTC 

Jul-04 

knowingly reported false natural gas price and volume mfo 

Williams Cos (Tulsa, OK) 

20.0 

CFTC 

Jul-03 

Intentionally manipulating natural gas prices 

Xcel (Minneapolis, MN) 

16.0 

CFTC 

Jan-04 

Xcel's subsidiary, e prime, manipulated natural gas prices 

subtotal 

Enforcement actions combining nat 

8 1,960.1 

jral gas and 

power manipulation 

Duke Enemy (Charlotte, NC) 

$ 207.5 

CA AG 

Jul-04 

power and natural gas manipulation 

Duke Enemy (Charlotte, NC) 

2.5 

FERC 

Dec-03 

manipulation of power and natural gas prices in the west coast energy market 

Williams Cos (Tulsa, OK) 

1,817.0 

CA AG 

Nov-02 

violating the Unfair Competition Act by illegally pricing power & natural gas 

Williams Cos (Tulsa, OK) 

140.0 

FERC 

Jul-04 

manipulation of power and natural gas pnces in the west coast energy market 

subtotal 

$ 2.167 0 



grand total $ 4,117.1 


Pending lawsuits alleging natural gas manipulation 

A£P (Coiuirbus, OH) ■ CFTC I Sep-03 I tfie CFTC suW AEP tof 2,800 talse natural gas trades ant) seeks $336 cnillion 

NRG (suDsiOiary of Xc«l) ^ CFTC | Jui-04 |The CFTC is suing NRG for manipulation ol natural gas prices 


SOURCE: Pubic Otuen’s Entrgy Program mvw cnaan.org 


Senator Smith. Thank you very much. 

Mr. Wilkinson? 

STATEMENT OF PAUL WILKINSON, VICE PRESIDENT, 
POLICY ANALYSIS, AMERICAN GAS ASSOCIATION 

Mr. Wilkinson. Good afternoon. I am Paul Wilkinson, Vice 
President of Policy Analysis at the American Gas Association. 

Natural gas is a safe, reliable, clean energy source, and it re- 
mains the most economical form of residential home heating. AGA 
members want what our customers want: adequate supplies at rea- 
sonable prices. 

Gas utilities do not profit from higher gas prices. They offer a de- 
livery service, like UPS or FedEx. Higher prices only serve to re- 
duce the demand for their service and also to increase their 
uncollectible accounts. 

In terms of our outlook for the impending winter, we feel a bit 
better about the supply situation this year, but only marginally so. 
Well completions were up 23 percent in the first 8 months of this 
year, but production remains fiat. The volume of gas in storage, 
which accounts for about 15 to 20 percent of our winter-season sup- 
ply, is very strong. As of September 24, storage fields were already 
90 percent full. We expect an increase in LNG imports this year 
of about 20 percent over 2003, but LNG still only provides 3 per- 
cent of our total supply. 

The supply situation in Canada, from where we g:et about 13 per- 
cent of our gas, is similar to that in the U.S. Drilling activity is 
strong, although production is relatively fiat, and storage levels are 
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well ahead of normal. Our imports of gas from Canada were down 
2.6 percent for the first 6 months of 2004, but we expect them to 
be up slightly this winter, relative to last. 

When you add all of these factors together, we think the gas sup- 
ply situation is improving, but very slowly. In most of the 1980s 
and 1990s, we were in a situation of surplus deliverability; how- 
ever, demand continues to increase more rapidly than supply, and 
there was no longer that flexibility in the market. Unfortunately, 
gas demand has the ability to move dramatically and quickly on 
the basis of weather and economic conditions. Because demand can 
change more rapidly than supply in the short run, we have seen 
a higher level of price volatility since 2000. 

The early winter of 2000/2001 was the coldest on record, and gas 
prices spiked to over $10 per million Btu. But the 2000/2001 winter 
was not an anomaly. We have now seen significant price spikes in 
three of the past four winters. 

In addition to this volatility, price levels have been significantly 
higher than they were historically. For example, well-head gas 
prices have been in the five to six dollar range for most of this 
year, in contrast to the two dollar equilibrium of the 1980s and 
1990s. We believe prices will remain higher and more volatile until 
there is significant action on the supply side to improve the overall 
supply/demand balance. 

Efforts to improve our gas supply must begin with a focus on 
production in the lower 48 states. Lower 48 production provides 84 
percent of our gas today, and it will provide the lion’s share of our 
gas for years to come. Unfortunately, lower 48 production continues 
to struggle. Many traditional producing areas are on the decline, 
and a migration to new areas is essential. Since gas demand is 
likely to increase by 40 percent by 2020, it is most disturbing that 
gas exploration and production is prohibited off the East Coast, off 
the West Coast of the U.S., in the eastern Gulf of Mexico, and 
throughout much of the inter-mountain West. We cannot continue 
to drill the same areas over and over again and expect increasing 
returns. Gas production technology and practices have changed 
dramatically over time, and gas production can be compatible with 
environmental protection. 

Going beyond the lower 48, it is imperative that the vast re- 
sources of Alaskan gas, estimated at 250 trillion cubic feet, be 
made available to the market. Unfortunately, the magnitude and 
financial risk of the pipeline required has delayed it for many 
years. We strongly believe that Federal action to reduce the finan- 
cial risk of this project is in the public interest. 

Looking beyond our national borders, increased LNG imports are 
critical to the well-being of the gas industry and to gas customers. 
LNG is a proven, safe, and reliable form of gas supply, and it gives 
us access to 93 percent of the world’s gas reserves that lie outside 
of North America. LNG can now be landed in the U.S. at a price 
well below current market levels, but no new receiving terminals 
have been built in the U.S. for many years. Thirty or forty new ter- 
minals have been discussed, a number have fallen to NIMBY con- 
cerns, a few are moving through the regulatory process, but no 
ground has yet been broken for a new terminal. It is likely that a 
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true easing of tight market conditions will not be accomplished 
until there are new LNG terminals operational. 

I have spoken mostly about the supply side of the equation, but 
energy efficiency certainly has a role to play, as well. Our members 
firmly support and promote energy efficiency. But this is not new. 
Gas customers have become more and more efficiency-conscious 
over time. In fact, the average residential gas consumer consumed 
22 percent less gas in 2001 than in 1980. This pattern of declining 
use per customer, attributable primarily to tighter homes and bet- 
ter appliances, has been very steady and very significant. It is not, 
however, the entire answer. In addition to their support of energy 
efficiency measures, natural gas utilities attempt to ease the bur- 
den of volatile prices on their customers through a variety of phys- 
ical and financial mechanisms, such as gas storage, hedging, 
levelized billing, and long-term fixed-price contracts. But these 
measures are, at best, partial solutions. True relief will require 
substantive action on the supply side. 

Finally, in light of our expectation of continued higher and more 
volatile prices, we stress the need for increased LIHEAP funding. 
Only about 15 percent of eligible recipients are receiving LIHEAP 
assistance, and we urge an increase in appropriations to $3.4 bil- 
lion. We know the need for assistance is greater than ever, and we 
must respond to that need. 

The winter heating season starts in less than 4 weeks. Gas utili- 
ties and their customers have had to deal with a very difficult mar- 
ket for 4 years now. We, at AGA, appreciate the opportunity to 
come here once again to stress the vital importance of congres- 
sional action on a long-term energy plan that emphasizes the bene- 
fits — to the consumer, the economy, and the environment — of in- 
creased natural gas supplies. 

Thank you, and I look forward to your questions. 

[The prepared statement of Mr. Wilkinson follows:] 

Prepared Statement of Paul Wilkinson, Vice President, Policy Analysis, 
American Gas Association 

Examining Natural Gas Markets — October 2004 

Executive Summary 

The American Gas Association represents 192 local energy utility companies that 
deliver natural gas to more than 53 million homes, businesses and industries 
throughout the United States. Natural gas meets one-fourth of the United States’ 
energy needs and it is the fastest growing major energy source. As a result, ade- 
quate supplies of competitively priced natural gas are of critical importance to AGA 
and its member companies. Similarly, ample supplies of reasonably priced natural 
gas are of critical importance to the millions of consumers that AGA members serve. 
AGA speaks for those consumers as well as its member companies. 

The key points of our testimony can be summarized as follows: 

• Natural gas demand has been increasing more rapidly than supply and the re- 
sultant tight market has exhibited higher and more volatile gas prices. 

• The short-term gas supply situation is better this year than last, but only mar- 
ginally. 

• Without aggressive action by government and private industry, this unstable 
situation will persist. 

• Increasing our national gas supply is necessary for economic growth and con- 
sumer well-being, and it can be compatible with environmental protection. 

• The Lower-48 has provided about 85 percent of the total U.S. gas supply in re- 
cent years. This percentage likely will decline over time, but it will continue to 
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provide the majority of our gas for the foreseeable future. Increasing or even 
maintaining current Lower-48 production levels without increased access is 
problematic. 

• New sources of gas supply, including Alaska and imported liquefied natural gas 
(LNG), must account for a larger share of our gas supply portfolio in the future. 
The longer these sources are delayed, the longer U.S. consumers will face mar- 
ket instability. 

• There are market mechanisms, such as hedging and long-term fixed price con- 
tracts, that can reduce price volatility to some extent and they should be en- 
couraged. However, these measures do not solve the fundamental market imbal- 
ance. 

• In light of the expectation of continued difficult market conditions, low-income 
consumers must be provided greater relief in the form of increased LIHEAP 
funding. Only 15 percent of eligible recipients currently receive LIHEAP funds, 
and the appropriation level should be increased to $3.4 billion. 

The natural gas industry is at a critical crossroads. Natural gas prices were rel- 
atively low and very stable for most of the 1980s and 1990s. Wholesale natural gas 
prices during this period tended to fluctuate around $2 per million Btus (MMBtu). 
But the balance between supply and demand has been extremely tight since then, 
and even small changes in weather, economic activity or world energy trends have 
resulted in significant wholesale natural gas price fluctuations. Market conditions 
have changed significantly since the winter of 2000-2001. Today our industry no 
longer enjoys prodigious supply; rather, it treads a supply tightrope, bringing with 
it unpleasant and undesirable economic and political consequences — most impor- 
tantly high prices and higher price volatility. Both consequences strain natural gas 
customers — residential, commercial, industrial and electricity generators. 

Since the beginning of 2003, the circumstances in which our industry finds itself 
have become plainly evident through significantly higher natural gas prices. Natural 
gas prices have consistently hovered in the range of $5-6 per thousand cubic feet 
in most wellhead markets. In some areas where pipeline transportation constraints 
exist, prices have skyrocketed for short periods of time to $70 per thousand cubic 
feet. Simply put, natural gas prices are high, and the marketplace is predicting that 
they will stay high. At this point there is no debate among analysts as to this state 
of affairs. 

As this committee well knows, energy is the lifeblood of our economy. More than 
60 million Americans rely upon natural gas to heat their homes, and high prices 
are a serious drain on their pocketbooks. High, volatile natural gas prices also put 
America at a competitive disadvantage, cause plant closings, and idle workers. Di- 
rectly or indirectly, natural gas is critical to every American. 

The consensus of forecasters is that natural gas demand will increase steadily 
over the next two decades. This growth will occur because natural gas is the most 
environmentally friendly fossil fuel and is an economic, reliable, and homegrown 
source of ener^. It is in the national interest that natural gas be available to serve 
the demands of the market. The Eederal government must address these issues and 
take prompt and appropriate steps to ensure that the Nation has adequate supplies 
of natural gas at reasonable prices. 

Many of the fields from which natural gas currently is being produced are mature. 
Over the last two decades, technological advances have greatly enhanced the ability 
to find natural gas as well as to produce the maximum amount possible from a field. 
While technology will undoubtedly continue to progress, technology alone will not 
be sufficient to maintain or increase our domestic production. 

As Federal Reserve Chairman Alan Greenspan noted before the House Energy 
and Commerce Committee in 2003, today’s tight natural gas markets have been a 
long time in coming but there are still numerous unexploited sources of gas in the 
United States. We are not running out of natural gas; we are not running out of 
places to look for natural gas; we are running out of places where we are allowed 
to look for gas. The truth we must confront now is that, as a matter of policy, this 
country has chosen not to develop much of its natural gas resource base. 

Today and for the coming winter heating season the supply picture is improving. 
Underground storage is strong. Inventories exceed the prior 5-year average by more 
than six percent. On the domestic natural gas production front, our current view 
is that gas production is stabilizing given the high levels of drilling experienced in 
the last 18-24 months. But the longer-term faces many challenges. 

Without prudent elimination of some current restrictions on U.S. natural gas pro- 
duction, producers will struggle to increase, or even maintain current production 
levels in the lower 48 states. This likely would expose 63 million homes, businesses, 
industries and electric-power generation plants that use natural gas to unnecessary 
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levels of price volatility — thus harming the U.S. economy and threatening America’s 
standard of living. 

If America’s needs for energy are to be met, there is no choice other than for ex- 
ploration and production activity to migrate into new, undeveloped areas. There is 
no question that the Nation’s natural gas resource base is rich and diverse. It is 
simply a matter of taking E&P activity to the many areas where we know natural 
gas exists. Regrettably, many of these areas — largely on Federal lands — are either 
totally closed to exploration and development or are subject to so many restrictions 
that timely and economic development is not possible. As we contemplate taking 
these steps, it is important that all understand that the E&P business is — again as 
a result of technological improvements — enormously more environmentally friendly 
today than it was 25 years ago. In short, restrictions on land access that have been 
in place for many years need to be reevaluated if we are to address the Nation’s 
current and future energy needs. 

This year, like last year, the most important next step the entire Congress can 
take to address these pressing issues is to enact a comprehensive energy bill with 
provisions ensuring that lands where natural gas is believed to exist are available 
for environmentally sound exploration and development. Additionally, it is appro- 
priate to create incentives to seek and produce this natural gas. These steps are nec- 
essary to help consumers and the economy. 

Recommendations 

To promote meeting consumer needs, economic vitality, and sound environmental 
stewardship, the American Gas Association urges Congress as follows: 

• Current restrictions on access to new sources of natural gas supply must be re- 
evaluated in light of technological improvements that have made natural gas 
exploration and production more environmentally sensitive. 

• Federal and state officials must take the lead in overcoming the pervasive “not 
in my backyard” attitude toward energy infrastructure development, including 
gas production. 

• Interagency activity directed specifically toward expediting environmental re- 
view and permitting of natural gas pipelines and drilling programs is necessary, 
and agencies must be held responsible for not meeting time stipulations on 
leases, lease review, and permitting procedures. 

• Federal lands must continue to be leased for multi-purpose use, including oil 
and gas extraction and infrastructure construction. 

• Both private and public entities should act to educate the public regarding en- 
ergy matters, including energy efficiency and conservation. Federal and state 
agencies, with private sector support and involvement, should strive to educate 
the public on the relationship between energy, the environment, and the econ- 
omy. That is, energy growth is necessary to support economic growth, and re- 
sponsible energy growth is compatible with environmental protection. 

• Economic viability must be considered along with environmental and technology 
standards in an effort to develop a “least impact” approach to exploration and 
development but not a “zero impact.” 

• The geologic conditions for oil and gas discovery exist in the U.S. mid-Atlantic 
area, the Pacific Offshore area, and the eastern portion of the Gulf of Mexico. 

° Although some prospects have been previously tested, new evaluations of At- 
lantic oil and gas potential should be completed using today’s technology — in 
contrast to that of 20 to 30 years ago. 

° The Federal Government should facilitate this activity by lifting or modifying 
the current moratoria regarding drilling and other activities in the Atlantic 
Offshore, in the Pacific Offshore, and in the Gulf of Mexico to ensure that 
adequate geological and geophysical evaluations can be made, and that ex- 
ploratory drilling can proceed. 

° The Federal Government must work with the states to assist — not impede — 
the process of moving natural gas supplies to nearby markets should gas re- 
sources be discovered in commercial quantities. Federal agencies and states 
must work together to ensure the quality of the environment, but they must 
also ensure that infrastructure (such as landing an offshore pipeline) is per- 
mitted and not held up by multi-jurisdictional roadblocks. 

• The Federal Government should continue to permit royalty relief where appro- 
priate to change the risk profile for companies trying to manage the technical 
and regulatory risks of operations in deepwater. 
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• Tax provisions such as percentage depletion, expensing geological and geo- 
physical costs in the year incurred, Section 29 credits, and other credits encour- 
age investment in drilling programs, and such provisions are often necessary, 
particularly in areas faced with increasing costs due to environmental and other 
stipulations. 

• The Coastal Zone Management Act (CZMA) is being used in ways not originally 
intended to threaten or thwart offshore natural gas production and the pipeline 
infrastructure necessary to deliver natural gas to markets. Companies face this 
impediment even though leases to be developed may be 100 miles offshore. 
These impediments must be eliminated or at least managed within a context 
of making safe, secure delivery of natural gas to market a reality. 

• The U.S. Government should work closely with Canadian and Mexican officials 
to address the challenges of supplying North America with competitively priced 
natural gas in an environmentally sound manner. 

• Renewable forms of energy should play a greater role in meeting U.S. energy 
needs, but government officials and customers must realize that all forms of en- 
ergy have environmental impacts. 

• Construction of an Alaskan natural gas pipeline must begin as quickly as pos- 
sible. 

° Construction of this pipeline is possible with acceptable levels of environ- 
mental impact. 

° The pipeline project would be the largest private sector investment in history, 
and it would pose a huge financial risk to project sponsors. Many believe the 
project may not be undertaken without some form of Federal support. 

• The Federal Energy Regulatory Commission (FERC) announced in December of 
2002 that it would not require LNG terminals to be “open access” (that is, com- 
mon carriers) at the point where tankers offload LNG. This policy will spur 
LNG development because it reduces project uncertainty and risk. 

° Other Federal and state agencies should review any regulations that impede 
LNG projects and act similarly to reduce or eliminate these impediments. 

° The siting of LNG offloading terminals is generally the most time-consuming 
roadblock for new LNG projects. Federal agencies should take the lead in 
demonstrating the need for timely approval of proposed offloading terminals, 
and state officials must begin to view such projects as a means to satisfy sup- 
ply and price concerns of residential, commercial and industrial customers. 

° Some new LNG facilities should be sited on Federal lands so that permitting 
processes can be expedited. 

• Congress should increase LIHEAP funding. Low-income energy assistance is 
currently provided to roughly 4 million households, only 16 percent of those eli- 
gible. The financial burden on needy families certainly will increase this winter, 
and LIHEAP appropriations should be increased to $3.4 billion — up from $1.9 
billion of total assistance in 2004. 

• States should be encouraged to authorize local utilities to enter into fixed-price 
long-term contracts and/or natural gas hed^ng programs as a means of damp- 
ening the impact of natural gas price volatility upon consumers. 

Written Statement 

AGA is grateful for the opportunity to share its views on the critical importance 
to the Nation of ensuring ample natural gas supplies at competitive prices. Doing 
so is necessary for the nation — both to protect consumers and to address the energy 
and economic situations we currently face. 

The American Gas Association represents 192 local energy utility companies that 
deliver natural gas to more than 53 million homes, businesses and industries 
throughout the United States. Natural gas meets one-fourth of the United States’ 
energy needs and is the fastest growing major energy source. 

AGA members are charged with the responsibility, under local law or regulation, 
of acquiring natural gas for the majority of their customers and delivering it in a 
safe and reliable manner. Having an ample supply of natural gas at reasonable 
prices is a critical issue for AGA and its members. AGA members and the natural 
gas consumers they serve share both an interest and a perspective on this subject. 

It is important to understand that the bread-and-butter business of AGA members 
is acquiring and delivering natural gas to residential, commercial, and, in some 
cases, industrial and electric generation consumers across America. Our members 
remain economically viable by delivering natural gas to consumers at the lowest 
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reasonable price, which we do by operating our systems — over a million miles of dis- 
tribution lines — as efficiently as possible. Exploring for and producing natural gas 
is the business of our energy-industry colleagues in oil and gas exploration compa- 
nies, whether they are super-major, major, independent, or “Mom and Pop” opera- 
tors. We do not speak for them, but their continued success in providing natural 
gas to America’s consumers is of the utmost importance to us as well. AGA and its 
members stand in the shoes of consumers who want reasonable heating bills and 
good jobs. 

AGA has three objectives in this statement: first, to explain briefly why natural 
gas prices have increased over the past several years; second, to describe the mag- 
nitude of the natural gas supply challenge facing this country over the next two dec- 
ades; and third, to recommend a number of steps that Congress can take to help 
bring natural gas prices down in the long term. 

AGA remains encouraged that Congress continues to address this critical issue. 
The House of Representatives and the Senate each passed a version of the Energy 
Policy Act of 2003. The House and Senate hills each contained a wide array of provi- 
sions designed to bring forth more of America’s prodigious supply of natural gas to 
benefit consumers. Notwithstanding the inability of both houses to agree upon a 
comprehensive energy bill, AGA remains encouraged that Congress will address the 
issues surrounding the Nation’s need for a secure supply of ample quantities of nat- 
ural gas at reasonable prices. 

Adequate natural gas supply is crucial to all of America for a number of reasons. 
It is imperative that the natural gas industry and the government work together 
to take significant action in the very near term to assure the continued economic 
growth, environmental protection, and national security of our Nation. The tumul- 
tuous events in energy markets over the last several years serve to underscore the 
importance of adequate and reliable supplies of reasonably priced natural gas to 
consumers, to the economy, and to national security. 

There has been a crescendo of public policy discussion with regard to natural gas 
supply since the “Perfect Storm” winter of 2000-2001, when tight supplies of nat- 
ural gas collided with record-cold weather to yield record natural gas home-heating 
bills. Nevertheless, over the course of the last year the volume and the tenor of this 
discussion have increased dramatically. Simply put, this issue continues to become 
more critical with every passing day. 

For the past two years, natural gas has been trading in wellhead markets 
throughout the Nation at prices often floating between $5 and $6 per thousand cubic 
feet. This has not been a “price spike” of the sort that has occurred in times past, 
lasting several days or weeks. Rather, it has been sustained for nearly two years. 
Moreover, there is no sign that it will abate in the near future. Indeed, quotes for 
futures prices on NYMEX over the next several years have been consistent with 
these levels. 

Over the last year or more, business consumers of natural gas have been raising 
a cry of concern over natural gas prices. This concern has touched businesses of all 
stripes. Since natural gas prices began rising in 2000, an estimated 78,000 jobs have 
been lost in the U.S. chemical industry, which is the Nation’s largest industrial con- 
sumer of natural gas, both for generation of electricity at manufacturing plants and 
as a raw material for making medicine, plastics, fertilizer and other products used 
each day. Similarly, fertilizer plants, where natural gas can represent 80 percent 
of the cost structure, have closed one facility after another. Glass manufacturers, 
which also use large amounts of natural gas, have reported earnings falling by 50 
percent as a result of natural gas prices. In our industrial and commercial sector, 
competitiveness in world markets and jobs at home are on the line. 

Of course, when families pay hundreds of dollars more to heat their homes, they 
have hundreds of dollars less to spend on other things. Many families are forced 
to make difficult decisions between pa 3 dng the gas bill, buying a new car, or saving 
for future college educations. There are, of course, state and Federal programs such 
as LIHEAP to assist the most needy. But LIHEAP only provides assistance to about 
15 percent of those who are eligible, and it does not provide assistance to the aver- 
age working family. These price increases have affected all families — those on fixed 
incomes, the working poor, lower-income groups, those living day to day, and those 
living comfortably. 

America received its first wake-up call on natural gas supply in the winter of 
2000-2001 when a confluence of events — a cold winter, a hot summer and a surging 
economy — created the so-called “perfect storm.” This jump in demand sent natural 
gas prices soaring. Drilling boomed, supply grew (slightly), demand fell, and gas 
prices retreated — just what one would expect from a competitive, deregulated nat- 
ural gas market. Falling natural gas prices predictably led to a slowdown in drilling. 
The industry drilled 30 percent fewer gas wells in 2002 than in 2001. This downturn 
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in drilling in 2002 set the stage for another run-up in prices in the 2002-2004 time 
frame. 

Today and for the coming winter heating season the supply picture is improving. 
With higher wellhead prices, nearly 20,000 new gas wells were drilled in 2003 and 
will be drilled in 2004. Regarding domestic production, AGA’s current view is that 
gas production is stabilizing given the high levels of drilling experienced in the last 
18-24 months and may even increase slightly in 2004 over 2003. Many of the wells 
drilled have been in coal seams, tight sands and shales, adding to the contribution 
of unconventional sources of gas to the supply mix. 

In addition, underground storage injections have been strong. By mid-September 
2004, storage inventories were the second highest they have been in ten years even 
with the interruption of significant hurricane activity in the Gulf of Mexico. Na- 
tional storage volumes exceed the prior 5-year average by more than six percent, 
with the Producing Region over 11 percent greater than the five-year average. 

However, the longer-term still faces many challenges. It is harmful to individual 
families and to the entire U.S. economy for natural gas price volatility to persist. 
Unless we make the proper public policy choices — and quickly — we will be facing 
many more difficult years with regard to natural gas prices. The natural gas indus- 
try is presently at a critical crossroads. The question before this body today is: What 
will that crossroads look like? Will it look like a brand new interstate highway? Or 
will it look like a 100-car collision on a Los Angeles freeway? It is important to re- 
member that at the heart of this intersection are America’s consumers. 

For the past five years, natural gas production has operated full-tilt to meet con- 
sumer demand. The “surplus deliverability ” or “gas bubble” of the late 1980s and 
1990s is simply gone. No longer is demand met while unneeded production facilities 
sit idle. No longer can new demand be met by simply opening the valve a few turns. 
The valves have been, and presently are, wide open. 

The supply tightrope has brought with it several inexorable and unpleasant con- 
sequences — prices in wholesale markets have risen dramatically, and that market 
has become much more volatile. During the 2000-2001 heating season, for example, 

f as prices moved from the $2 level to approximately $10 and back again to nearly 
2. Such volatility hurts consumers, puts domestic industry at a competitive dis- 
advantage, closes plants, and idles workers. The winter of 2000-2001 made it abun- 
dantly clear to natural gas utilities (and to legislators as well) that consumers dis- 
like these price increases and the market volatility that has now become an every- 
day norm. Unless significant actions are taken on the supply side, gas markets will 
remain tumultuous, and 63 million gas customers will suffer the consequences. To- 
day’s recurrent $5 price levels appear to represent a regular, level of natural gas 
prices for the foreseeable future, although this prospect can be moderated somewhat 
with aggressive and enlightened public policy. 

Gas utilities have in place a number of programs to insulate consumers, to some 
extent, from the full impact of wholesale price volatility. Nevertheless, consumers 
must ultimately pay the price that the market commands. There has been, and will 
be, considerable economic and political pushback from natural gas prices stabilizing 
at the current $5 level. That pushback can be expected to continue as the impacts 
of these price levels trickle through the economy. Energy prices are undoubtedly a 
factor in what some have called a “jobless” recovery from the last several years of 
economic malaise. 

Some would suggest that current natural gas conditions are not the result of mar- 
ket fundamentals. Continued high and volatile natural gas prices have, for example, 
resulted in charges of market manipulation and calls for investigation. While AGA 
has not performed an independent evaluation regarding these assertions, others-in- 
cluding the CFTC, FERC and various analysts — have. These evaluations consist- 
ently identify supply and demand as the explanatory variables regarding natural 
gas prices. Certainly any substantiated market irregularities should be dealt with 
aggressively and with certainty. However, the burden of high and unpredictable nat- 
ural gas prices on consumers will not be eased until we as a nation address the sup- 
ply/demand imbalance in the natural gas market. It would be ill advised to embrace 
the notion that that aggressive investigation and law enforcement will remedy the 
underlying, fundamental imbalance in supply and demand. 

The role of supply and demand in natural gas markets has been plainly evident 
over the last two years. Very cold weather in January and February of 2003 re- 
sulted in gas consumption that was 18 percent higher than the previous year. This 
strong demand resulted in aggressive natural gas storage withdrawals, and storage 
inventories were 50 percent below the five-year average at the end of the 2002-2003 
winter. Despite concern that storage could not be refilled to adequate levels prior 
to the 2003-2004 winter, gas utilities injected gas at record levels in order to ensure 
winter reliability. In late December 2003, storage levels marginally exceeded the 
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five-year average, although much of this gas was purchased in periods of high prices 
and the need to refill storage contributed to market tightness. Natural gas prices 
fluctuated around $6 per thousand cubic feet for the first half of the year (with a 
spike over $9 during the February cold snap) declining to about $5 late in the year. 
For most of 2004, wellhead acquisition prices have remained above $5 dollars. 

The primary reason for high and volatile natural gas prices is the tightness in 
the marketplace. While law enforcement agencies must continue to be alert for ma- 
nipulative actions. Federal policy changes must lead the way in reducing this tight- 
ness. Not until we increase supply, reduce demand and streamline relevant energy 
regulations will 63 million gas consumers see more reasonably priced and more sta- 
ble natural gas prices. 

Moreover, the problem that we face today is not simply one of finding means to 
meet current demands in the market for natural gas. Rather, with a growing econ- 
omy we are in a growing market, and the demand for natural gas in the U.S. is 
expected to increase steadily. Growth seems inevitable because natural gas is a 
clean, economic, and domestic source of available energy. It does not face the envi- 
ronmental hurdles of coal and nuclear energy, the economic and technological draw- 
backs of most renewable energy forms, or the national security problems associated 
with imported oil. 

The U.S. natural gas market may grow by nearly 2 percent per year over the next 
twenty years. Much of this growth in natural gas demand will occur as a result of 
power generation needs. In fact, the U.S. now has two hundred thousand megawatts 
of new gas-fired power plants on line that did not exist in the summer of 1999 — 
the equivalent of several scores of Diablo Canyon nuclear power plants. 

If the market was to grow by 2 percent per year, gas supply would need to in- 
crease, in terms of average daily supply, from about 60 billion cubic feet per day 
today to about 95 billion cubic feet per day in 2025 — a 35 billion-cubic-foot-per-day 
increase in deliverability. (To place this potential increase in perspective, current 
production from the entire Gulf of Mexico is only about 14 billion cubic feet per day, 
and imports from Canada are about 10 billion cubic feet per day.) 

The challenge for both government and industry is quite straightforward: to en- 
sure that both the current and future needs for natural gas are met at reasonable 
and economic prices. There is no question that facilitating this result is sound public 
policy. Natural gas is abundant domestically and is the environmentally friendly 
fuel of choice. Ensuring adequate natural gas supply will lead to reasonable prices 
for consumers, will dampen the unacceptable volatility of wholesale natural gas 
markets, will help keep the economy growing, and will help protect the environ- 
ment. 

America has a large and diverse natural gas resource; producing it, however, can 
be a challenge. Providing the natural gas that the economy requires will necessitate: 
(1) providing incentives to bring the plentiful reserves of North American natural 
gas to production and, hence, to market; (2) making available for exploration and 
production the lands — particularly Federal lands — where natural gas is already 
known to exist so gas can be produced on an economic and timely basis; (3) ensuring 
that the new infrastructure that will be needed to serve the market is in place in 
a timely and economic fashion. 

Natural gas — our cleanest fossil fuel — is found in abundance throughout both 
North America and the world. It currently meets one-fourth of the United States’ 
energy needs. Unlike oil, about 99 percent of the natural gas supplied to U.S. con- 
sumers originates in the United States or Canada. 

The estimated natural gas resource base in the U.S. has actually increased over 
the last several decades. In fact, we now believe that we have more natural gas re- 
sources in the U.S. than we estimated twenty years ago, notwithstanding the pro- 
duction of approximately 300 trillion cubic feet of gas in the interim. This is true, 
in part, because new sources of gas, such as coalbed methane, have become an im- 
portant part of the resource base. Nonetheless, having the natural gas resource is 
not the same as making natural gas available to consumers. That requires natural 
gas production. 

Natural gas production is sustained and grows only by drilling in currently pro- 
ductive areas or by exploring in new areas. Over the past two decades a number 
of technological revolutions have swept across the indust^. We are able today to 
drill for gas with dramatically greater success and with a significantly reduced envi- 
ronmental impact than we were able to do twenty years ago. We are also much more 
efficient in producing the meiximum amount of natural gas from a given area of 
land. A host of technological advances allows producers to identify and extract nat- 
ural gas deeper, smarter, and more efficiently. For example, the drilling success rate 
for wells deeper than 15,000 feet has improved from 53 percent in 1988 to over 82 
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percent today. In addition, gas trapped in coal seams, tight sands, or shale is no 
longer out of reach, and today it provides a major source of supply. 

While further improvements in this regard can be expected, they will not be suffi- 
cient to meet growing demand unless they are coupled with other measures. Regret- 
tably, technology alone cannot indefinitely extend the production life of mature pro- 
ducing areas. New areas and sources of gas will be necessary. 

Notwithstanding the dramatic impact of innovation upon the natural gas busi- 
ness, the inevitable fact today is that we have reached a point of rapidly dimin- 
ishing returns with many existing natural gas fields. This is almost entirely a prod- 
uct of the laws of petroleum geology. The first ten wells in a field may ultimately 
produce 60 percent of the gas in that field; yet it may take forty more wells to 
produce the balance. In many of the natural gas fields in America today, we are 
long past those first ten wells and are well into those forty wells in the field. In 
other words, the low-hanging fruit have already been picked in the orchards that 
are open for business. 

Drilling activity in the U.S. has moved over time, from onshore Kansas, Okla- 
homa and Arkansas to offshore Texas and Louisiana, and then to the Rocky Moun- 
tains. Historically, we have been quite dependent on fields in the Gulf of Mexico. 
But recent production declines in the shallow waters of the Gulf of Mexico have ne- 
cessitated migration of activity to deeper waters to offset this decline. These newer, 
more expensive, deepwater fields tend to have short lives and significantly more 
rapid rates of decline in production than onshore wells. 

The sobering reality is that America’s producers are drilling more wells today 
than they were five years ago. Nevertheless, domestic supply is struggling to be sus- 
tained. U.S. gas producers are on an accelerating treadmill, running Harder just try- 
ing to stay in place. For reasons that are partly due to technology, and partly due 
to the maturing of the accessible natural gas resource base, a typical well drilled 
today will decline at a faster rate than a typical well drilled a decade ago. Moreover, 
because up to half of this country’s current natural gas supply is coming from wells 
that have been drilled in the past five years, this decline trend is likely to continue. 

Before we can meet growing gas demand, we must first replace the perennial de- 
cline in production. The U.S. natural gas decline rate will He in the range of 26- 
28 percent this year. In practical terms, if all drilling stopped today, in twelve 
months U.S. natural gas production would be 26-28 percent lower than it is today. 
The accelerating decline rate helps explain why U.S. gas deliverability has been 
stuck in the 52-54 billion cubic feet per day range for the past eight years, notwith- 
standing an increase in gas-directed drilling. 

In short, America’s natural gas fields are mature — in fact many are well into their 
golden years. There is no new technology on the horizon that will permit us to pull 
a rabbit out of a hat in these fields. These simple, and incontrovertible, facts explain 
why we are today walking a supply tightrope. High and volatile natural gas prices 
have become the norm and will become increasingly accentuated as the economy re- 
turns to its full vigor. There is no question that high and volatile natural gas prices 
are putting a brake on the economy, once again causing lost output, idle productive 
capacity, and lost jobs. 

If we are to continue to meet the energy demands of America and its citizens and 
if we are to meet the demands that will they make upon us in the next two decades, 
we must change course. It will not be enough to make a slight adjustment or to wait 
three or four more years to make necessary policy changes. Rather, we must change 
course entirely, and we must do it in the very near future. Lead times are long in 
our business, and meeting demand years down the road requires that we begin work 
today. 

We have several reasonable and practical options. It is clear that continuing to 
do what we have been doing is simply not enough. In the longer term we have a 
number of options: 

First, and most importantly, we must work to sustain and increase natural gas 
production by looking to new frontiers within the United States. Further growth in 
production from this resource base is jeopardized by limitations currently placed on 
access to it. For example, most of tHe gas resource base off the East and West 
Coasts of the U.S. and the Eastern Gulf of Mexico is currently closed to any explo- 
ration and production activity. Moreover, access to large portions of the Rocky 
Mountains is severely restricted. The potential for increased production of natural 
gas is severely constrained so long as these restrictions remain in place. 

To be direct, America is not running out of natural gas, and it is not running out 
of places to look for natural gas. America is running out of places where we are al- 
lowed to look for gas. The truth that must be confronted now is that, as a matter 
of policy, this country has chosen not to develop much of its natural gas resource 
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base. We doubt that that many of the 63 million American households that depend 
on natural gas for heat are aware that this choice has heen made on their hehalf. 

In this vein, the Rocky Mountain region is expected to be a growing supplier of 
natural gas, but only if access to key prospects is not unduly impeded by stipula- 
tions and restrictions. Two separate studies by the National Petroleum Council and 
the U.S. Department of the Interior reached a similar conclusion — that nearly 40 
percent of the gas resource hase in the Rockies is restricted from development, in 
some cases partially and in some cases totally. On this issue, the Department of the 
Interior noted that there are nearly 1,000 different stipulations that can impede re- 
source development on Federal lands. 

One of the most significant new gas discoveries in North America in the past ten 
years is located just north of the US/Canada border in eastern Canadian coastal wa- 
ters on the Scotian shelf Natural gas discoveries have heen made at Sable Island 
and Deep Panuke. Gas production from Sable Island already serves Canada’s 
Maritimes Provinces and New England through an offshore and land-hased pipeline 
system. This has heen done with positive economic benefits to the region and with- 
out environmental degradation. This experience provides an important example for 
the United States, where we believe that the offshore Atlantic area has a similar 
geology. 

In some areas we appear to he marching backward. The buy-back of Federal 
leases where discoveries had already been made in the Destin Dome area (offshore 
Florida) of the eastern Gulf of Mexico was a serious step backward in terms of satis- 
fying consumer gas demand. This action was contrary to what needs to be done to 
meet America’s energy needs. With Destin Dome we did not come full about, as we 
need to do; rather, we ran from the storm. 

Geographic expansion of gas exploration and drilling activity has for the entirety 
of the last century been essential to sustaining growth in natural gas production. 
Future migration, to new frontiers and to new fields, in both the U.S. and Canada, 
will also be critical. Without production from geographic areas that are currently 
subject to access restrictions, it is not at all likely that producers will be able to 
continue to provide increased amounts of natural gas from the lower-48 states to 
customers for longer than 10 or 15 years. We believe that the same is true in Can- 
ada as well. 

Quite simply, we do not believe that there is any way, other than exploring for 
natural gas in new geographic areas, to meet America’s anticipated demand for nat- 
ural gas unless we turn increasingly to sources located outside North America. 

In the middle of the 20th century, when the postwar economy had begun its half- 
century climb and when natural gas became the fuel of choice in America, our col- 
leagues in the producing business opened one new natural gas field after another 
in the mid-continent. In this era, it was not that difficult to produce a triple or a 
home run virtually every inning. As those fields developed, producers continued to 
hit a regular pattern of singles and doubles, with the occasional triple or home run 
in new discovery areas. This same pattern in the mid-continent was repeated in the 
Gulf of Mexico. Today, however, it is extremely difficult to find the new, open areas 
where the producing community can continue to hit the ball. As things are today, 
America has confined them to a pla 3 dng field where only bunts are permitted. The 
Yankees did not get to the World Series playing that kind of game. 

AGA does not advance this thesis lightly. Over the past several years both the 
American Gas Association and the American Gas Foundation have studied this im- 
portant issue vigorously. We have believed for several years that it is necessary for 
policy makers to embrace this thesis so that natural gas can continue to be — as it 
has been for nearly a century — a safe and reliable form of energy that is America’s 
best energy value and its most environmentally benign fossil fuel. We think that 
events in gas market in 2003-2004 underscore that our concerns have been on the 
mark. 

When the first energy shock transpired in the early 1970s, the Nation learned, 
quite painfully, the price of dependence upon foreign sources of crude oil. We also 
learned, through long gasoline lines and shuttered factories, that energy is the life- 
blood of our economy. Nevertheless, thirty years later we are even more dependent 
upon foreign oil than we were in 1970. Regrettably, the Nation has since failed to 
make the policy choices that would have brought us freedom from undue depend- 
ence on foreign-source energy supplies. We hope that the Nation can reflect upon 
that thirty-year experience and today make the correct policy choices with regard 
to its future natural gas supply. We can blame some of the past energy problems 
on a lack of foresight, understanding, and experience. We will not be permitted to 
do so again. 

Meeting our Nation’s ever-increasing demand for energy has an impact on the en- 
vironment, regardless of the energy source. The challenge, therefore, is to balance 
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these competing policy objectives realistically. Even with dramatic improvements in 
the efficient use of energy, U.S. energy demand has increased more than 25 percent 
since 1973, and significant continued growth is almost certain. Satisfying this en- 
ergy demand will continue to affect air, land, and water. A great American success 
story is that, with but five percent of the world’s population, we produce nearly one- 
third of the planet’s economic output. Energy is an essential — indeed critical — input 
for that success story both to continue and to grow. 

It is imperative that energy needs be balanced with environmental impacts and 
that this evaluation be complete and up-to-date. There is no doubt that growing 
usage of natural gas harmonizes both objectives. Finding and producing natural gas 
is accomplished today through sophisticated technologies and methodologies that are 
cleaner, more efficient, and much more environmentally sound than those used in 
the 1970s. It is unfortunate that many restrictions on natural gas production have 
simply not taken account of the important technological developments of the pre- 
ceding thirty years. The result has been policies that deter and forestall increased 
usage of natural gas, which is, after all, the Nation’s most environmentally benign 
and cost-effective energy source. 

Natural gas consumers enjoyed stable prices from the mid-1980s to 2000, with 
prices that actually fell when adjusted for inflation. Today, however, the balance be- 
tween supply and demand has become extremely tight, creating the tightrope effect. 
Even small changes in weather, economic activity, or world energy trends result in 
wholesale natural gas price fluctuations. We saw this most dramatically in the win- 
ters of 2000-2001, 2002-2003, and 2003-2004. Most analysts believe that we will 
continue to see it on a longer-term basis. 

In the 1980s and 1990s, when the wholesale (wellhead) price of traditional nat- 
ural gas sources was around $2 per million British thermal units, natural gas from 
deep waters and Alaska, as well as LNG, may not have been price competitive. 
However, most analysts suggest that these sources are competitive when gas is in 
a $3.00 to $4.00 price environment. Increased volumes of natural gas from a wider 
mix of sources will be vital to meeting consumer demand and to ensuring that nat- 
ural gas remains affordable. 

Increasing natural gas supplies will boost economic development and will promote 
environmental protection, while achieving the critical goal of ensuring more stable 
prices for natural gas customers. Most importantly, increasing natural gas supplies 
will give customers — ours and yours — what they seek: reasonable prices, greater 
price stability, and fuel for our vibrant economy. On the other hand, without policy 
changes with regard to natural gas supply, as well as expansion of production, pipe- 
line and local delivery infrastructure for natural gas, the natural gas industry will 
have difficulty meeting the anticipated 40 percent increase in market demand. Price 
increases, price volatility, and a brake on the economy will be inevitable. 

Second, we need to increase our focus on non-traditional sources, such as liquefied 
natural gas (LNG). Reliance upon LNG has been modest to date, but it is clear that 
increases will be necessary to meet growing market demand. Today, roughly 97 per- 
cent of U.S. gas supply comes from traditional land-based and offshore supply areas 
in North America. Despite this fact, during the next two decades, non-traditional 
supply sources such as LNG will likely account for a significantly larger share of 
the supply mix. LNG has become increasingly economic. It is a commonly used 
worldwide technology that allows natural gas produced in one part of the world to 
be liquefied through a chilling process, transported via tanker, and then re-gasified 
and injected into the pipeline system of the receiving country. Although LNG cur- 
rently supplies less than 3 percent of the gas consumed in the U.S., it represents 
100 percent of the gas consumed in Japan. 

LNG has proven to be safe, economical and consistent with environmental quality. 
Due to constraints on other forms of gas supply and increasingly favorable LNG eco- 
nomics, LNG is likely to be a more significant contributor to U.S. gas markets in 
the future. It will certainly not be as large a contributor as imported oil (nearly 60 
percent of U.S. oil consumption), but it could account for 15-20 percent of domestic 
gas consumption 15-20 years from now if pursued aggressively and if impediments 
are reduced. 

It is unlikely that LNG can solve the entirety of our problem. A score of new LNG 
import terminals have been proposed, some with capacities in excess of 2.5 billion 
cubic feet per day. However, given the intense “not on our beach” opposition to 
siting new LNG terminals, a major supply impact from LNG may be a tall order 
indeed. 

Third, we must tap the huge potential of Alaska. Alaska is estimated to contain 
more than 250 trillion cubic feet of natural gas — enough by itself to satisfy U.S. gas 
demand for more than a decade. Authorizations were granted twenty-five years ago 
to move gas from the North Slope to the Lower-48, yet no gas is flowing today nor 
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is any transportation system under construction. Indeed, every day the North Slope 
produces approximately 8 billion cubic feet of natural gas that is reinjected because 
it has no way to market. Alaskan gas has the potential to be the single largest 
source of price and price volatility relief for U.S. gas consumers. Deliveries from the 
North Slope would not only put downward pressure on gas prices, but they would 
also spur the development of other gas sources in the state as well as in northern 
Canada. 

Fourth, we can look to our neighbors to the north. Canadian gas supply has 
grown dramatically over the last decade in terms of the portion of the U.S. market 
that it has captured. At present, Canada supplies approximately 14 percent of the 
United States’ needs. We should continue to rely upon Canadian gas, but it may 
not be realistic to expect the U.S. market share for Canadian gas to continue to 
grow as it has in the past or to rely upon Canadian new frontier gas to meet the 
bulk of the increased demand that lies ahead for the United States. 

The pipelines under consideration today from the Prudhoe Bay area of Alaska and 
the Mackenzie Delta area of Canada are at least 6-10 years from reality. They are 
certainly facilities that will be necessary to broaden our national gas supply port- 
folio. We must recognize, however, that together they might eventually deliver up 
to 8 billion cubic feet per day to the lower 48 States-less than 10 percent of the 
natural gas envisioned for the 2025 market. 

There is much talk today of the need for LNG, Alaska gas, and Canadian gas. 
There is no question that we need to pursue those supplies to meet both our current 
and future needs. Nonetheless, it is equally clear that, in order to meet the needs 
of the continental United States, we will need to continue to look to the lower 48 
States. 

Senator Lautenberg. I have a question. Will the record be kept 
open for questions and 

Senator Smith. We will keep it open, Senator. 

Senator Lautenberg. — for written questions? I have to go. 

Senator Smith. OK, You’ve got to go. 

Senator Lautenberg. Yes. 

Senator Smith. OK, you bet. 

Mr. Wilkinson, for the audience and anyone who may be inter- 
ested in this — LNG, liquid natural gas, that is produced just by 
cooling the natural gas to condense it. 

Mr. Wilkinson. That’s correct. 

Senator Smith. And it’s warmed, and, therefore, turned back into 
a gas when utilized. 

Mr. Wilkinson. That’s correct. 

Senator Smith. Where is most of it produced now? 

Mr. Wilkinson. There are natural gas fields all over the world. 
The Mideast and the former Soviet Union are the two largest 

Senator Smith. But the LNG 

Mr. Wilkinson. — sources in reserve. 

Senator Smith. — condensing factories 

Mr. Wilkinson. Excuse me? 

Senator Smith. The LNG factories that condense 

Mr. Wilkinson. The facilities are in the Mid-East, are in Trini- 
dad and Tobago. They’re in Australia. They’re even in Norway. 

Senator Smith. And that process and shipment here can be done 
at a price much lower than the current natural gas 

Mr. Wilkinson. Yes. 

Senator Smith. — that people have utilized through pipelines. 

Mr. Wilkinson. Yes. That’s a — the price spike that we’ve seen in 
three of the past 4 years — we’ve seen a $10 spike, a $9 spike, and 
about a seven-fifty spike in 3 of the past 4 years. Those were the 
peaks. 

Senator Smith. Now, the reason why 
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Mr. Wilkinson. Natural gas can be delivered to this country, es- 
timated at $3.50 to $4 per million Btu. 

Senator Smith. Now, the reason why we can’t get it here, lit- 
erally, is, there’s no places to receive it. There are 

Mr. Wilkinson. That’s right. 

Senator Smith. — lots of things on the drawing boards. What’s the 
impediment to building the receiving areas? Is it regarded as in- 
credibly dangerous or environmentally sensitive to the point where 
people are just opposed? 

Mr. Wilkinson. I think the primary impediment is a lack of un- 
derstanding. People fear what they don’t understand. There are 
natural — liquified natural gas has been shipped worldwide for half 
a century. There have been almost no incidents of significance in 
that 50-year timeframe. Japan gets virtually 100 percent of its nat- 
ural gas in the form of LNG. There’s never been a significant ac- 
tion in Japan. 

Senator Smith. Why can’t we produce — if it’s produced in the 
Middle East, why can’t we produce LNG from our natural gas 
here? 

Mr. Wilkinson. LNG is no different than natural gas. 

Senator Smith. Right. 

Mr. Wilkinson. We produce natural gas here. We could liquify 
it, but that wouldn’t do us any good. 

Senator Smith. It wouldn’t do us any good because we have the 
pipeline 

Mr. Wilkinson. Because we consume it 

Senator Smith. — infrastructure. 

Mr. Wilkinson. — here. Well, we need to consume — well, it — 
there’s an additional cost to LNG. You don’t 

Senator Smith. Right. 

Mr. Wilkinson. — you don’t want to liquify it and then regasify 
it, and 

Senator Smith. Exactly. 

Mr. Wilkinson. — then put it in your pipeline system. 

Senator Smith. Exactly. 

Mr. Wilkinson. That would just be an added cost. 

Senator Smith. But it is interesting that it can be done in the 
Middle East and brought here for less than the cost of natural gas 
in our pipelines. 

Mr. Wilkinson. That’s correct. 

Senator Smith. That shows you how bizarre — to Mrs. Hauter’s 
point — how high these prices have spiked. 

Mr. Wilkinson. Well, I think it gets more to the point that — as 
I’ve pointed out, we have huge gas resources in this country, but 
you cannot drill for gas in many of the places that we have those 
resources. We have 250 trillion cubic feet in Alaska. We can’t do 
any of that. We can’t drill off the East or the West Coast. We can’t 
drill in the Gulf of — Eastern Gulf of Mexico. We can’t drill in much 
of the Rocky Mountains. 

Senator Smith. Would it make sense to do LNG in Alaska, as op- 
posed to 

Mr. Wilkinson. That has been proposed. In fact, that was pro- 
posed 30 years ago, when the first pipeline discussions were seri- 
ously made 30 years ago. It was determined, at that time, that the 
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pipeline route was the more economical alternative. And I think 
most people feel that it is more economical to move that gas by 
pipe. It could be done by LNG, by shipping it. You could ship it by 
pipe, parallel to the oil pipeline down to Valdez, and then liquify 
it and send it probably to the West Coast of the U.S. 

Senator Smith. There are hundreds of small LNG storage facili- 
ties in this country that are receiving, but 

Mr. Wilkinson. That’s correct. 

Senator Smith. — storing. And do they have a good safety record? 

Mr. Wilkinson. They have an exemplary safety record. 

Senator Smith. Gary, the National Association of Manufacturers 
estimated how many U.S. manufacturing jobs have been lost due 
to high cost of natural gas? Do you have any kind of figure like 
that? 

Mr. Huss. I’m sorry, I don’t. I don’t have that number. 

Senator Smith. Where are your main foreign competitors located 
in your industry? 

Mr. Huss. It has been the Asian countries. It’s — with China 
growing, you know, very much so. In today’s markets, many manu- 
facturers are going to China, not only to manufacture over there 
on behalf of China, but they’re also doing it because of the lower 
cost. They are probably the largest concern of manufacturing right 
now. 

Senator Smith. And how are they getting their natural gas, to 
compete with you? 

Mr. Huss. Many of the furnaces over there run with electricity. 
And then natural gas has — I don’t know if they — and you may be 
able to answer it better than I — I’m not sure if they have the pipe- 
line infrastructure yet which is necessary for the natural gas. 

As far as the heating industry, the heat-treating industry, it is 
not growing as greatly over in China as the manufacturing itself 
is. Heat treating is, kind of, a sidelight, like the plating industry 
or something like that, which is not — it’s necessary, as far as the 
manufacturing process, but usually comes a little bit after-the-fact, 
after the manufacturers are there in the first place. 

Senator Smith. But you — I would assume, as a manufacturing — 
energy costs are probably at least a third of your costs. Would that 
be accurate? 

Mr. Huss. I would say closer to 20 to 25 percent. 

Senator Smith. Twenty to 25 percent. And how does that com- 
pare with your competitors in China? Do you have a sense of that? 

Mr. Huss. No. That, I don’t know. 

Senator Smith. Wenonah, I was the lone Republican to join with 
Senator Feinstein in calling for many things you identified, in 
terms of the West Coast energy markets; specifically, getting FERC 
to step up to their authorities that I believe are existing. I’m a real 
free-marketer, but I felt like the California energy crisis had noth- 
ing to do with the free market. It was, at best, a broken market; 
at worst, a rigged market. And I fear more rigged and certainly 
broken. 

But I wonder, does Public Citizen think that new supplies don’t 
need to be developed in the coming decades or are you okay with 
developing more supplies? Because I think that — at least my per- 
ception was, part of it was a broken regulatory system in Cali- 
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fornia, but also was an increasing demand and a supply that had 
been choked off from expanding. 

Ms. Hauter. Well, I think that we believe, before we drastically 
seek new supplies, and so so in very delicate areas where there 
could be lasting environmental damage, that we need to explore all 
of the avenues for being more energy efficient, and that we just 
haven’t done what needs to be done to make our homes more effi- 
cient, our office buildings more efficient; simple things like double- 
pane glasses and — for office buildings. And those things need to be 
approached very seriously. 

Of course we will always need to find more supplies. But to sim- 
ply say it’s a supply problem, I think, is the easy way out. And I 
know that since the natural gas market has been deregulated, we 
were promised lower prices, fewer problems with supply. And, in- 
stead, we’ve seen increasing volatility. And when you look at a 
chart from between 1989 and today, prices have just continued to 
go up. So I think that we need to look below the surface at some 
of the underlying causes. 

Senator Smith. Just for my own recollection, I think the numbers 
I heard you state in your testimony had to do with the market that 
existed from the mid 1990s to the year 2000. But the California en- 
ergy spikes were in 2001, were they not? 

Ms. Hauter. Right. The number that I used, the 245 percent, 
was between 1999 and 2001. If you look between 1999 and today, 
it’s 155 percent increase in pricing. 

Senator Smith. OK. Did consumers benefit, Wenonah, from 
your — in your view, from the restructured natural gas market in 
the 1990s, when prices were stable? 

Ms. Hauter. Prices were stable for a while. But with the futures 
trading and the deregulation that occurred in the early 1990s, I 
think that the benefits that were gained have been lost. 

Senator Smith. Well, we have, clearly, a very real problem in our 
country. I think your testimony really does speak to it. On the one 
hand, we want to grow our economy, we want jobs. And those jobs 
are dependent upon energy first. If you don’t have energy, you can’t 
increase your employment, can you, Gary? 

Mr. Huss. No, it’s very difficult. 

Senator Smith. And you’ve got to have competitive energy. And 
so if everybody’s clammering for jobs, clearly we need to do more 
on both sides of the equation, conservation and production. You 
just have to — you have to produce more. The question is whether — 
Which one comes first? And that is really what we’re debating, I 
suppose, in Congress, when we ought to have an energy bill this 
Congress; we don’t, because there seems to be just a real gridlock 
of feelings as to which one should come first. One side wants all 
conservation, the other side wants all production, or at least a pri- 
ority for those. 

But that’s why we have a democracy. And we’ve got an election 
coming up, and who knows how it’ll turn out. But I come down on 
the side of: We need both, we’ve got to do both. And we can’t be 
shy about it, because if we don’t figure out how to conserve more, 
we’re going to continue our dependence upon foreign sources too 
much, and that affects our national security, not just our energy 
security. But if we’re so hamstrung here from utilizing our re- 
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sources in ways that are renewable, sensitive to the environment, 
then we will forever be dependent upon foreign places. And that is 
bad policy, too. 

So that’s the balance we’re weighing, and you all have helped us 
understand more what we’re facing. I thank you all. 

Do any of you all have a closing comment you would like to 
make? 

[No response.] 

Senator Smith. If not, we’re grateful. We got this in before the 
vote started. I was worried about that, but we’ve done it. We thank 
you for your time, your testimony, and your participation. 

We’re adjourned. 

[Whereupon, at 3:50 p.m., the hearing was adjourned.] 
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